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Here is an intriguing question: When 
does the statute of limitations begin 
if a fraudulent return was filed before 
March 15? It is answered by John B. 
Leake in an article entitled “Felonies 
Under Section 145(b) and the Statute 
of Limitations.” °_ F- FF * S&S 


It’s an unhappy situation when the 
covernment can garner revenues seem- 
ingly in excess of its legal entitlement 
uncontested by the judicial process be- 
cause the sum involved is small. The 
writing team of Sydney I. Roberts and 
Bertram Harnett illustrate this ‘“frus- 
trating combination” with “The Treat- 
ment of Interest on Overassessments.”’ 
Investigated also are other technical Editor 
» Henry L. Stewart 
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PAYMENTS made in excess of the OPA 
ceiling price are a part of the cost of goods sold. There are simi- 
lar holdings by the First and Fourth Circuits in the recent cases 
of Commissioner v. Weisman, 52-1 ustc J 9353, and Hofferbert v. 
Anderson Oldsmobile Company, 52-1 ustc J 9358. The problem in- 
volved in these cases must be distinguished from decisions involving 
the deductibility of such payments as a business expense. The court 
in the Hofferbert case was careful to point out that “there is a 
line of cases holding that illegal payments are not deductible as 
‘ordinary and necessary business expenses’. . . . [These cases] 
throw little light on what constitutes ‘cost’, in determining profit, gain 
or income on sales of goods.”—-Commissioner v. Guminski, 52-2 ustc 
§ 9411, and Commissioner v. Gentry, 52-2 ustc J 9412 (CA-5). 


THE ADVICE of a competent accountant 
constitutes “reasonable cause” for failure to file a tax return, and 
a taxpayer who in good faith acts upon such advice, after full 
disclosure to the accountant, is not guilty of willful neglect. 
While a “competent” accountant was not explicitly defined, the 
accountant in this case had been admitted to practice before the 
Treasury Department, had practiced public accounting since 
1920 and, in 1945, had prepared about 180 individual and corpor- 
ate income tax returns.—Swartz Land Corporation v. Commis- 
sioner, 52-2 ustc J 9410 (CA-5). | 

In another case . . . another personal holding 
company . . . reliance upon the advice of a CPA and an attorney 
was reasonable cause for failure to file a return. The taxpayers, 
officers and directors were not “conversant with federal tax law” 
and they always employed the CPA and the attorney on tax 
matters.—Western Transmission Corporation, CCH Dec. 19,124, 
18 TC —, No. 100. 


Ir YOU OVERSTATE the cost of goods sold 
it results in an understatement of gross income, and the amount 
of the overstatement will be included in the gross income. If the 
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Interpretations 


omission is in excess of 25 per cent of the gross income reported 
in the return, the period of limitations for assessments and col- 
lection of the tax is five years. The taxpayer’s contention that 
the statutory extension to five years was aimed only at taxpayers 
who failed to report receipt of income was rejected with the as- 
sertion that “the reduction of gross income . . . by means of an 
improper increase in the cost of goods sold, resu!ted in an omis- 
sion of an amount properly includible in gross income . . .”— 
Uptegrove Lumber Company, CCH Dec. 19,107 (M), 11 TCM 765. 


A DEBT does not arise where the obligation 
to repay is subject to a contingency and the contingency has not 
occurred. When the tax law uses the word “indebtedness,” this 
word refers to an unconditional obligation to pay. These basic 
principles were restated in Clark, CCH Dec. 19,113, 18 TC —, No. 
94. A wife borrowed a sum of money from her husband to pur- 
chase a business. She’was to repay the borrowed sum when the 
business earned sufficient profits and she earned sufficient divi- 
dends. The purchased business never reached this happy pla- 
teau—it was, in fact, later liquidated. So, there was no worth- 
less debt which the husband could claim on his tax return. 


ARIZONA income taxpayers may deduct 
their federal income taxes on the accrual basis—something the 
Arizona Tax Commission sought to forbid. The commission’s 
regulation on the subject has been declared to be arbitrary if 
strictly adhered to in all cases. Therefore, the court has decided 
that if the accrual method clearly reflects net taxable income, the 
reporting of federal income taxes on this basis is all right. In an 
earlier case (State v. Ai Research Manufacturing Corporation, 2 
stc { 250-041), the court had sustained the regulation.—Arizona 
Tax Commission v. Stapley Company and Arizona Fertilizers, Inc., 
2 stc J 250-173 (Ariz. S. Ct.). 


THE POSSIBILITY that, by claiming to 
be a victim of the so-called “Spanish prisoner” swindle, one might 
put a trip to Mexico “on a paying basis,” was suggested recently 
by the Commissioner. This contention was, however, rejected by 
the Tax Court, which decided that petitioner was entitled to de- 
duct as a loss, arising from an uncompensated theft, $8,500 from 
which he had been parted under. such a scheme. The court 
thought that petitioner’s evidence was sufficient to support his 
case, his testimony had not been discredited and no independent 
proof had been offered to discredit his evidence—Muncie, CCH 
Dec. 19,142, 18 TC—, No: 105. 
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ILLEGAL PAYMENTS made to a city for 
the operation of slot machines are neither excludable from gross 
income nor deductible as ordinary business expenses. State 
statutes proscribed the operation of slot machines but taxpayer 
and the local mayor agreed that the machines could be operated 
on the payment of fees to the municipality. These fees were 
collected by way of fictitious prosecutions in the municipal court. 
Taxpayer deducted such payments from gross income and when 
these were disallowed sought to exclude them from gross income, 
claiming that the city was a joint venturer in the illegal business. 
The Tax Court rejected taxpayer’s contentions and required pay- 
ment of tax on such fees——Clark, CCH Dec. 19,143, 18 TC —, 
No. 106. 


SERVICEMEN claiming the exemption for 
dependents may now use the basic allowance for quarters in 
determining whether they have contributed more than one half 
of the support of such dependents. This may be done although 
such allowance is excludible from wages subject to withholding 
tax at the source. Moreover such allowance is not included in 
the gross income of either the servicemen or their dependents. 
However, it is not regarded as a gift from the government to the 
dependents. The serviceman now allots both the quarters allow- 
ance and a required amount of his service pay to his dependents. 
In so doing, he is considered to have actually assigned or given 
the total amount to them.—I. T. 4092, /nternal Revenue Bulletin, 
August 18, 1952. 










LEGAL FEES to be deductible as ordinary 
and necessary expenses must have been spent for the recovery 
of taxable income. Taxpayer had paid royalties under license 
agreements and had been denied the use of certain machines on 
the grounds that such use infringed on a patent of the other 
party to such agreements. Taxpayer later discovered that the 
other party did not own the patent and that, therefore, the license 
agreements were invalid. Thereupon suit was brought against 
the other party and taxpayer, in a compromise settlement, re- 
ceived a lump-sum payment which included punitive damages. 
The Tax Court held that such punitive damages did not con- 
stitute taxable income as they were not derived from capital, 
labor or both combined, but the court also held that only that 
portion of the legal fees spent in the recovery of taxable items 
was deductible-—Glenshaw Glass Company, CCH Dec. 19,146, 18 
TC —, No. 108. ° 
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Tax Opinions Sought . . . 
Congressmen Take Exemptions . . 


Maritime Benefits to Be Studied 


Washington Tax Talk 


The Congress 


Committee Seeks Tax Suggestions.—An 
opportunity to air their views as to what 
is wrong with the nation’s tax laws and to 
suggest how to correct them, has recently 
been offered to interested individuals and 
groups by the Joint Committee on Internal 


Revenue Taxation in a statement issued 
July 21. 


The committee’s staff is collecting and 
analyzing suggestions for improvements in 
the internal revenue laws and their admin- 


istration, and it requests that these sug-. 


gestions be mailed as promptly as possible 
to the Joint Committee on Internal Revenue 
Taxation, Room 1011, New House Office 
Building, Washington, D. C. 


Suggestions are sought from lawyers, ac- 
countants, engineers, teachers and other 
groups or organizations familiar with tax 
problems. Businessmen, farmers and wage 
earners, who have noted faults through the 
actual application of the law to their spe- 
cific cases, are also felt to be able to con- 
tribute to the study. 


While not wanting communications of a 
wholly general nature, the committee will 
welcome suggestions toward improvement 
in specific provisions. It also said that it 
will welcome complaints on complex pro- 
visions. The committee asked that: “Where 
practicable reference should be made to the 
title and sections of the Internal Revenue 
Code and the particular problem involved 
and the solution desired.” 


Other material which the committee feels 
would be helpful, includes suggestions in- 
volving a fundamental change in the tax 
system; noted defects in the present admin- 
istrative practice, if any, (particularly with 
reference to the promulgation of regula- 
tions); comments on the lack of uniformity 
of treatment in the application of the tax 
law, and difficulties experienced in getting 
tax settlements. 


Washington Tax Talk 


Comments and suggested solutions on 
any of the following list of problems, which 
were included in the statement, as well as 
views on any other problems, were invited: 


“Tllustrative Individual 
Income Tax Problems 


“1. Are you having difficulties with the 
definition of dependents (section 25(b) (3) 
of the Internal Revenue Code)? If so, ex- 
plain your difficulty and how you desire the 
definition to be corrected. 


“2. Do you feel that the head-of-house- 
hold provision (section 12(c) of the Internal 
Revenue Code) solves the problem of single 
individuals with dependents? If not, what 
solution would you suggest? Have you any 
suggestions as to the tax treatment of single 
people without dependents? 


“3. Have you any suggestions as to the 
desirability of allowing for expense of child 
care and supervision in cases where the 
fathers and mothers or the widowed fathers 
or mothers are working? 


“4. Have you had any difficulty with re- 
spect to the tax treatment of board and 
lodging, with particular reference to whether 
the present application of the “convenience 
of the employer” rule furnishes an appro- 
priate and workable test of taxability? 


“5. In the case of married people, do you 
feel that it would be better to have a 
separate rate schedule instead of requiring 
them to go through the mechanics of split- 
ting their income? Explain your views 
fully. 

“6. What has been your experience as to 
the present practise of permitting deduc- 
tions by employees for work clothes and 


“traveling or entertainment expenses? If 


you are having difficulties with these pro- 
visions, what is your solution? 

“7, Are you having difficulties with the 
present treatment of capital gains and 
losses? If so, state the difficulty and sug- 
gested solution. 
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“8. Do you feel that the present method 
of taxing estates and trusts can be simpli- 
fied? If so, what solution do you suggest? 


“9. Have you any suggestions with re- 
spect to the requirement of declarations 
and the payment of estimated tax? 


“10. Have you any suggestions for re- 
vising the method of taxing partnerships 
and the reporting of partnership profits by 
individual partners? 


“11. Do you feel that the present rule for 
treatment of pensions and annuities is 
operating fairly? If not, what is your 
possible solution ? 


“12. Have you any suggestions for pro- 
viding and fostering individual incentive 
devices (e.g., treatment of gain from sale of 
patents in hands of inventor; expenses in- 
curred by taxpayer for advanced study and 
training in his occupational field; profit 
sharing plans; bonuses; overall rate limi- 
tation) ? 

“13. Do you have any other problems 
and suggested solutions? 


“Illustrative Corporation and Other 
Business Tax Problems 


“1. Sec. 102 surtax on improper accumu- 
lations of surplus (e.g., possible limitations 
on the area of application of tax; burden of 
proof; treatment of dividends paid shortly 
after close of taxable year). 


“2. Consolidated returns and intercorpo- 
rate dividends (e.g., penalty and taxes imposed 
with respect to; compulsory consolidation 
of returns for closely affiliated corpora- 
tions; elective consolidation of returns for 
less closely affiliated corporations). 


“3. Possible means of alleviating double- 
taxation of dividends, consideration being 
given to the effect on the revenue. 


“4. The desirability of permitting small 
corporations the option of being taxed as 
partnerships and of permitting unincorpo- 
rated businesses the option of being taxed 
as corporations. 


“5S. Problems involved in the sale -of all 
the stock or assets of a corporation. 


“6. Whether gain or loss on assets should 
be recognized to continuing partners upon 
the death or other withdrawal of another 
partner. 


“7. Inventories (e.g., problems involved 
in shifting from FIFO to LIFQ). 


“8. Depreciation (e.g., present Bureau 
practices in allowance of depreciation; ac- 
celerated depreciation; declining balance 
depreciation; replacement cost depreciation; 
amortization). 
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“9. Depletion. 


“10. Research and development expendi- 
tures (e.g., expensing rather than capital- 
izing). 

“11. Small, new, or expanding businesses 
—possible types of special treatment. 

“12. Excess profits tax: 


(a) Possible revisions of tax (e.g., base 
period, industry rates of return, new 
grounds for automatic relief) which might 
minimize need for legislative treatment 
of large number of individual relief 
problems. 


(b) Other—invested capital base, aver- 
age earnings base, capital additions, de- 
termination of excess profits net income, 
public utility credit, etc. 


“13. Other problems and suggested so- 
lutions: 


“Illustrative Excise Tax Problems 


“1. Instances of discrimination between 
competing products or services. 


“2. Multiple taxation caused by application 
of two or more Federal excises. 


“3. Extent to which various excises enter 
into the cost of doing business. 


“4. Examples of imperfect operation of 
credit or refund devices. 


“5. Instances where it appears that the 
tax is applied to the wrong base. 


“6. Methods of improving equity of excise 
tax system as a whole or of individual 
excises, 


“Tllustrative Administrative Problems 


“1. Desirability of change from March 15 
to April 15 of date for filing individual in- 
come tax returns and declarations, includ- 
ing the possibility of corresponding changes 
in the dates for paying second and third 
installments of estimated tax. (Effect of 
such a change on existing correlation with 
state filing dates.) 


“2. Problems involved in representation of 
taxpayers before the Treasury Department. 

“3. Return forms—possibility of simplifi- 
cation and clarification. 

“4. Difficulties encountered in substanti- 
ating deductions. 

“5. Review procedures—extent to which 
changes are necessary or desirable. 

“6. Regulations—whether they carry out 
the intent of Congress. Discuss actual 
situations. 

“7. Other problems and suggested solu- 
tions.” 

(Continued on page 765) 
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Powers of Appointment 


in Testamentary Trusts 


By PAUL D. SEGHERS 


THIS WELL-KNOWN NEW YORK CPA CAUTIONS THAT FULL KNOWLEDGE 
OF THE RULES, WARNINGS AND SUGGESTIONS IN THE REGULATIONS 
IS ESSENTIAL TO WORK WITH INSTRUMENTS CONTAINING THIS POWER 


HE TAX-CONSCIOUS are inclined to 

think of the use of powers of appoint- 
ment primarily as a means of effecting sav- 
ings in estate tax and subsequent income 
taxes. There are, however, numerous 
sound reasons, entirely aside from tax con- 
siderations,’ for the use by the testamentary 
draftsman and present-day estate planner 
of this ancient,? and yet up-to-date,® de- 
vice. In deciding upon its use and its indi- 
vidual features, heed should be given to 
Trachtman’s warning: 


“Eagerness for tax-saving plans has stimu- 
lated the use of ancient forms of transfer, 
such as trusts and powers of appointment, 
by persons who might not otherwise have 
used them and who are not always aware 
of the problems which they present... . 
It is important therefore (instead of indulg- 
ing in the usual pious warning against 
over-emphasizing tax-saving) to give ade- 
quate consideration to the many other 


1Shattuck, An Estate Planner’s Handbook 
(1951), p. 229, and ‘‘Powers of Appointment,”’ 
by Professor Leach, therein cited and repub- 
lished at p. 360. 
? Trachtman, 


Bstate Planning 
1951 Ed.), p. 161. 


(November, 


* Powers of Appointment 


equally important problems in estate plan- 
ning.” * 

The discussion herein is limited, however, 
to a consideration only of the federal estate 
tax aspects of drafting powers of appoint- 
ment over interests in property passing in 
testamentary trusts, omitting reference to 
any of the related income tax problems or 
to the important nontax factors which must, 
in the final analysis, control the estate 
planner’s selection and use of every tax- 
saving device. Merely passing mention is 
made of the greater flexibility in the testa- 
mentary plan, to meet unforeseen changes, 
which can be obtained by the use of such 
powers. 


For estate tax purposes, a power of ap- 
pointment, in its broadest sense, is taken to 
mean any power to dispose of property not 
owned by the donee, that is, the person to 
whom the power is given. Such a power 


‘is necessarily one to make some change in 


?The Powers of. Appointment Act of 1951 
(June 28, 1951). 


4 Trachtman, work cited, footnote 2, at p. 1. 















the ownership or enjoyment of property, 
that is, some change in the beneficial inter- 
est in property. As will be seen, purely 
administrative powers given to a trustee are 
not considered powers of appointment. 


Prior to 1948, the avoidance of the 
‘second tax” (that is, the estate tax on 
the estate of the person inheriting from the 
testator) was the principal tax objective 
sought in the use of testamentary powers 
of appointment.® 


‘ 


With the advent of the marital deduc- 
tion * for estate tax purposes, it has become 
possible to effect the complete avoidance 
of the “first tax” on so much of the tes- 
tator’s property as can qualify under the 
provisions governing that deduction. Hence, 
consideration must now be given to the 
use of testamentary trusts as a means of 
avoiding, to a certain extent, the “first tax” 
and/or the “second tax.” The Estate Tax 
Act does not permit the avoidance of both 
the “first tax” and the “second tax” as to 
the same property; where the “first tax” is 
avoided, the property becomes subject to 
estate tax in the estate of the surviving 
spouse who inherits from the testator. 
Therefore, where a testamentary trust could 
be used to obtain the benefit of the marital 
deduction, a choice must be made as to 
whether the marital deduction will be taken 
and the “first tax” avoided, or whether to 
use the form of trust that permits avoid- 
ance of the “second tax,” or to use some 
combination of both. 


A thumbnail sketch of the nature and 
tax effects of the two types of testamen- 


5 Shattuck, work cited, footnote 1, at pp. 229, 
268. 

®Code Sec. 812 (e), added by Sec. 361 (a), 
Revenue Act of 1948, and amended by a joint 
resolution of July 1, 1948, (P. L. 869, 80th Cong.). 

™ For the sake of simplicity as well as brevity, 
the testator’s spouse or surviving spouse will 
frequently be referred to herein as the ‘‘wife’’ 


Mr. Seghers is the author of numerous articles 
on the subject of taxation. He is the founder 
and a past president of the Federal Tax Forum. 





tary trusts subject to a power of appoint- 
ment follows: 


(1) The Marital-Deduction Trust.—An 
interest in property passing in trust sub- 
ject to power of appointment may obtain 
the benefit of the marital deduction if the 
surviving spouse is given the entire income 
of such trust for life, together with un- 
restricted power to dispose of the corpus 
during life or by will. 


The value of the corpus of such a trust 
at the date of death of the surviving spouse 
will be included in her (or his) taxable 
estate, whether the power has been exer- 
cised or allowed to lapse. 


The effect of such a trust is, therefore, 
to avoid estate tax on not more than half 
of the otherwise taxable estate of the first 
spouse to die and to include in the taxable 
estate of the surviving spouse her (or his) 
interest in such trust at date of death.’ 


(2) Trust to Avoid the Second Tax.— 
Property passing under a_ testamentary 
trust subject to a power of appointment 
which is not a “general power” can not 
qualify for the marital deduction and is 
subject to tax as a part of the testator’s 
estate. The donee of such power, however, 
may receive the income of the trust, have 
power to appoint the corpus, during life or 
by will (to or for the benefit of anyone 
except such donee), and enjoy other powers 
and benefits, without the corpus of such 
trust being includible in the taxable estate 
of the donee of such power (and possibly 
not in the estate of a substituted donee). 








or ‘‘widow.”’ For federal estate tax purposes, 
it is, of course, immaterial whether the sur- 
viving spouse of the testator be the widow or 
the widower. 

Problems which arise only in connection with 
interests in property subject to the laws of 
states, such as Louisiana, having the community 
property system, are not dealt with herein. 
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From the foregoing it will be seen that 
a determination of the extent to which either 
or both of these two types of powers*® may be 
used necessitates forecasting the tax and other 
results of each type and, consequently, 
the desirability or undesirability of post- 
poning, and thereby possibly avoiding, to a 
greater or lesser extent, the tax on a 
portion (not in excess of one half) of the 
estate of the first spouse to die, coupled 
with the probability or possibility of an 
increase in the tax on the estate of the 
survivor as the result of such a step. 


To the extent that it may be possible 
or desirable, from an over-all standpoint, 
so to postpone the tax, the marital-deduc- 
tion type of trust (to the extent available) 
will be the choice. 

On the other hand, in lieu of the marital- 
deduction trust, the type of trust which 
may make possible a total or partial avoid- 
ance of the second estate tax may be 
selected as preferable, or the circumstances 
may dictate the employment of both types 
of trust in combination. 


This discussion is devoted to presenta- 
tion of factors which must be considered 


in determining the federal estate tax con-— 


sequences of the use of these two types of 
powers of appointment, and in weighing 
their relative advantages in those cases in 
which it may be possible to use one or the 
other, or some combination of both. 


In many, if not most, instances in which 
a choice between the two types of trust 
must be made (because of other plans for 
the disposition of the estate in excess of 
the wife’s share) the benefit of the marital 
deduction is likely to be elected because 
of the large immediate estate tax savings 
which it affords. In so doing, if a trust 
with power of appointment is used, the 
power must (in order to obtain the marital 
deduction with respect thereto) necessarily 
be cast in a form which does not afford 
any escape from the “second tax” on the 
interest in the property which thus passes 
to the. surviving spouse and is still owned 
by her at the time of her death. 


One reason for thus “postponing” the 
estate tax by means of the marital deduc- 
tion until the death of the surviving spouse, 
herein assumed to be the widow, is that a 
larger sum of money is left immediately 


8’ Testamentary powers of appointment over 
the proceeds of a life insurance, endowment 
or annuity contract, which powers likewise may 
be drawn so as to obtain the benefit of the 
marital deduction, are outside the scope of this 
discussion. See Code Sec. 812 (e) (1) (G); 
Regs. 105, See. 81.47a; and J. Leonard Lyons, 


Powers of Appointment 


available to produce income for her during 
the period of survivorship. The advantage 
of such larger income may well offset an 
ultimate disadvantageous tax treatment, in 
the estate of the wife, of the property thus 
passing to her. The decision as to the 
extent to which such a trust is desirable 
involves consideration of whether the wife 
or those next in line are the principal ob- 
jects of the husband’s bounty and, from the 
tax viewpoint, upon whether the wife’s age 
makes it reasonable to contemplate that 
the total increase in her income during her 
lifetime will exceed, or at least equal, the 
amount of the tax increase in the estate 
tax on her estate compared with the result 
that would have been obtained had the 
property been included in the husband’s 
estate under a trust intended to avoid the 
second tax at the time of the death of 
the widow. 


In any event, however, the amount of the 
marital deduction can not exceed one half of 
the “adjusted gross estate® (a new concept in- 
jected by the 1948 amendment of the Internal 
Revenue Code), and, as to the portion of 
the estate not qualifying for this deduction, 
the use of a power of appointment which 
will avoid the imposition of the second tax 
still affords many advantages. In addition, 
it is frequently advisable to make testa- 
mentary provision for a trust designed to 
avoid the second tax even if such trust is 
to come into being only if the testator’s 
spouse does not survive him, or dies within 
six months after him, or during some other 
permissible period specified in the will. 


TO OBTAIN MARITAL DEDUCTION 


If the estate plan calls for taking ad- 
vantage of the marital deduction, what are 
the federal estate tax factors which will 
affect the drafting of these provisions of 
the will? 


Assume that the idea of using an inter- 
vivos trust or an “estate trust” for the 
benefit of the wife has been studied and re- 
jected. Should we incorporate in the will a 
trust for the wife subject to her power of 
appointment? 


Briefly stated, the requirements that must 


be met to qualify such a trust for the 


marital deduction are these: 


“Insurance Aspects of Marital Deduction,’’ 
Trusts and Estates, April, 1952, p. 300. 

® Code Sec. 812 (e) (2). 

12See Henry Cooper, ‘‘Marital Deduction 
Choice—‘Estate Trust’ or Power of Appoint- 
ment,’’ Trusts and Estates, February, 1952, p. 
140. 
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(a) The wife must receive the entire in- 
come from the trust, payable not less fre- 
quently than annually; 


(b) Nonproductive property must not be 
held by the trustee and thus deprive the 
wife of regular income; 


(c) The wife must have unrestricted 
power to appoint, in her will or by inter- 
vivos deed, the entire corpus free of the 
trust to herself or to her estate; and 


(d) No other person can have power to 
appoint any part of the corpus to anyone 
other than the wife.” 


These conditions seem to give the wife 
almost complete ownership of the trust 
property. Yet we shall see, as we examine 
the relevant provisions of the Code and 
Regulations, that the tax advantages of the 
marital deduction may be obtained while 
giving the trustee genuine powers to pro- 
tect the corpus of the trust during the life 
of the wife; power in his sole discretion to 
invade corpus for the benefit of the wife; 
and, in the absence of other designation by 
the wife, by deed or by will, power to hold 
the corpus, following the wife’s death, 
for the benefit of other beneficiaries named 
by the testator in his will. 


The essential requirements which such a 
trust must have in order to qualify for the 
marital deduction and the various per- 
missible features it may possess will next 
be considered in detail. 


Essential Features 


It is the purpose of the statute to allow 
the benefit of the marital deduction with 
respect to an interest in property passing to 
the surviving spouse only if such interest is 
of a kind that would be includible in the 
estate of the latter. That price must be 
paid for obtaining the benefit of the marital 
deduction. 


The general rule is that no interest in 
property passing to the surviving spouse 
can be taken as part of the marital deduc- 
tion unless such interest passes to the 
spouse outright, free of restriction and not 
in the form of a “terminable interest.” ” 


The principal exception to the general 
rule as to terminable interests is that the 
marital deduction may be obtained with 


tail in Code Sec. 812 (e) (1) (F) and Regs. 
105, Sec. 81.47a (c). 

%3Code Sec. 812 (e) (1) (B) and Regs. 105, 
Sec. 81.47b (d). 
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11These requirements are spelled out in de- 


respect to property interests passing in trust 
with power of appointment in the surviving 
spouse provided the requirements laid down 
in the statute are complied with. The five 
conditions prescribed in the statute * which 
must be satisfied by the terms of a trust 
subject to a power of appointment in the 
surviving spouse, in order to qualify for the 
marital deduction, are stated in Federal 
Estate Tax Regulations 105 as follows: 


“(1) The surviving «»ouse must be en- 
titled for life to all the income from the 
corpus of the trust. 


“(2) Such income must be payable an- 
nually or at more frequent intervals. 


“(3) The surviving spouse must have the 
power, exercisable in favor of herself or of 
her estate, to appoint the entire corpus free 
of the trust. 


“(4) Such power in the surviving spouse 
must be exercisable by such spouse alone 
and (whether exercisable by will or during 
life) must be exercisable in all events. 


“(5) The corpus of the trust must not be 
subject to a power in any other person to 
appoint any part thereof to any person 
other than the surviving spouse.” 


In addition to these five conditions, the 
same subsection of the Regulations lays 
down a sixth condition (presented therein 
as though to be found in conditions 1 and 
2 above) to the effect that the trust will not 
qualify (for the marital deduction) if the 
surviving spouse might be deprived of the cur- 
rent receipt of income by reason of the 
trustee being required or permitted to re- 
tain nonproductive assets.” 


These six conditions are dealt with in the 
Regulations at length and in very great de- 
tail, with numerous illustrative examples. 
It would serve no useful purpose to attempt 
to summarize all the rules and interpreta- 
tions set forth in this portion of the Regu- 
lations. They could not be condensed to 
any appreciable degree without destroying 
or distorting muc’: of their meaning. Every- 
one who is interested in this subject, and 
especially the testamentary draftsman, must 
necessarily study these Regulations, since 
they contain a great store of essential in- 
formation. 


Such material will, therefore, be further 
referred to, herein, only to the extent neces- 
sary in connection with the discussion of 


13 Code Sec. 812 (e) (1) (F). 
14 Regs. 105, Sec. 81.47a (c). 


145 All material in Regulations 105 concerning 


this and the five other conditions is in Sec 
81.47a (c) thereof. 











a3 


annnnwmnw oa;o 


nm Hh 60FhlUlUCUeO CUD 


xk = aaa aie 





‘ust 
ing 
wn 
five 
ich 
ust 
the 
the 
eral 


en- 


the 


her 











certain aspects of these six conditions which 
raise questions that are believed worthy of 
special attention. 


It should be kept in mind that the inter- 
pretations and rules in the Regulations are 
controlling only so far as they find support 
in the Internal Revenue Code as interpreted 
by the courts, which have the last word. 
It is too early, in the absence of decisions, 
to accept as final some of the interpretations 
in these Regulations, some of which are 
favorable and others unfavorable to the 
taxpayer. 


What to Avoid 


It may be desirable, for other than tax 
reasons, to designate which assets of the 
decedent are to form part of the marital- 
deduction trust. From the tax standpoint, 
however, it is essential to designate what 
assets are not to be included in such a trust 
if the taxable estate might possibly include 
any “tainted assets” which, under the terms 
of the will, could be transferred to such 
trust. Should there be any such assets, the 


value thereof is required to be excluded in - 


computing the marital deduction. This ad- 
verse treatment cannot be avoided by 
marshalling, subsequent to the testator’s 
death, the assets of the estate so that none 
of such assets will pass to the marital-de- 
duction trust. Protection can be obtained 
only by specifying in the will what assets 
are to pass to such trust or, better yet, by 
providing that to the extent that nontainted 
assets are available, they are to be used to 
satisfy the provisions of the will for the 
creation of such trust. 


Now, just what is meant by “tainted as- 
sets”? The expression has come into use 
to designate certain “terminable interests” 
and other “nondeductible interests” in prop- 
erty with respect to which, if passed to the 
surviving spouse in trust or otherwise, the 
Code prescribes the treatment just de- 
scribed. 


A “terminable interest,” for this purpose, 
is an interest which, “upon the lapse of time, 
upon the occurrence of an event or contin- 
gency, or upon the failure of an event or 
contingency to occur,” will terminate or fail. 


%® Code Sec. 812 (e) (1) (B) (iil). 


See Regs. 105, Sec. 81.47a (d), as to the 


date when tests are applicable. 


% Trachtman, work cited, footnote 2, at p. 
17, paraphrasing Code Sec. 812 (e) (1) (B), and 


Regs. 105, Sec. 81.47b (d). 
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Such interest may not be included in com- 
puting the marital deduction if it has the 
three characteristics of an ineligible ‘“ter- 
minable interest” described below or, even 
if it does not have these characteristics, if 
“such interest is to be acquired for the sur- 
viving spouse, pursuant to directions of the 
decedent, by his executor or by the trustee 
of a trust.”” 


The three characteristics mentioned above 
are present with respect to a terminable in- 
terest in property if, as of the date of the 
testator’s death,” 


“(i) any other interest in the same prop- 
erty has passed or may pass at any time 
(whether or not at the same time or under 
the same instrument) from the decedent to 
any person (including unascertained per- 
sons) other than the surviving spouse (or 
the estate of such spouse); and 


“(ii) such other interest has passed or 
may pass from the decedent to such other 
person for less than an adequate and full 
consideration in money or money’s worth; 
and 


“(iii) by reason thereof, such other per- 
son (or his heirs or assigns) may possess 
or enjoy an interest in such property after 
the termination or failure of the surviving 
spouse’s interest in such property.”™ 


The “tainted assets” previously mentioned 
include any such ineligible “future interests” 
in property. 


Examples of ineligible ‘“terminable inter- 
ests” include the following: (1) an estate 
for life or a shorter term; (2) an estate 
which terminates on the occurrence of a 
contingency, such as marriage; and (3) an 
annuity for life or a shorter term. It is 
to be noted that such ineligible “terminable 
interests” also include contract rights, such 
as those under leases or royalty agreements, 
as well as rights under patents and copy- 
rights.” 


A requirement in the trust or will that 
the trustee of a marital-deduction trust 
purchase an annuity for the surviving spouse 
would give rise to an ineligible interest of 
the second type which would have to be 
excluded in computing the marital deduction.” 


The Regulations * contain numerous other 
examples of “nondeductible interests” which 
are valuable as guides in avoiding pitfalls 
in this connection. 





1 Regs. 105, Sec. 81.47a (d). 
20 Code Sec. 812 (e) (1) (B) (ili). 
21 Regs. 105, Sec. 81.47a (d). 


As previously mentioned, the Regula- 
tions state as an additional condition which 
such a trust must meet in order to qualify 
for the marital deduction, that the trustee 
must not have “power to retain trust as- 
sets which consist substantially of unpro- 
ductive property,” unless he is required to 
provide the wife with the required beneficial 
enjoyment, such as payments to. the 
spouse out of other assets of the trust.” 
These Regulations hold, however, that a 
power to retain a residence for the spouse 
or other personal property for her use will 
not disqualify the trust. 


Permissible Provisions 


The trust instrument may, without result- 
ing in a forfeiture of the benefit of the 
marital deduction, provide that in default of 
appointment (by the wife), income and corpus 
of the trust is to be paid to alternative bene- 
ficiaries named by. the testator.” The provi- 
sions made in the trust for such alternative 
beneficiaries could be such as those in the type 
of trust described below under the heading 
“Nonmarital-Deduction Trust to Avoid Sec- 
ond Tax.” Another, perhaps _ simpler 
method, would be to provide that following 
the death of the wife without having exer- 
cised her power of appointment, the corpus 
of the marital-deduction trust be paid into 
a trust of that type. 


In connection with the foregoing, it might 
be mentioned that the Committee on Stand- 
ards of Draftsmanship, Wills and Trusts, 
Probate and Trust Division, American Bar 
Association, has reported that work is going 
forward on clauses having to do with “Grants 
of Powers of Appointment with Remainders 
in Default of Appointment.” It is also 
stated that some of the members of this 
committee deplored the indiscriminate use 
of “marital-deduction formula” clauses in 
recently drawn wills. 


It likewise is permissible to include a pro- 
vision for alternative disposition of the 
corpus and income of the marital-deduction 
trust if the wife does not survive the testator 
by more than six months or dies as a re- 
sult of a common disaster which also causes 
the testator’s death.* This does not pre- 
vent qualifying for the marital deduction 
if the wife takes under the trust, but there 
is, of course, no deduction if, because of 


22 Regs. 105, Sec. 81.47a (c). 

73 Regs. 105, Sec. 81.47a (c), 
See, also, Eugene P. Walsh, 
and Marital Deduction,”’ 
January, 1952, p. 12. 
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last sentence. 
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such provision, she fails to take thereunder 
and the corpus and income go to alterna- 
tive beneficiaries named by the testator. 


The Regulations are quite liberal in per- 
mitting the trustee of such a marital-deduc- 
tion trust to have broad administrative 
powers, such as the right to allocate charges 
between income and corpus and to treat as 
corpus, stock dividends and “proceeds from 
the conversion of trust assets.” * 


Charges against corpus for depletion, de- 
preciation, trustees’ commissions and other 
appropriate items are permitted, “unless the 
effect is to deprive the spouse of the req- 
uisite beneficial enjoyment.” * 


It is likewise permissible to include 
limitations of a formal nature with respect 
to the manner in which the power of ap- 
pointment given to the wife shall be exer- 
cised: if inter-vivos, that such exercise must 
be in a particular form, that it must be 
filed with the trustee, and that reasonable 
intervals must elapse between successive 
partial exercises; if by will, that such will 
must be executed by the surviving spouse 
after the death of the testator.” 


It is, of course, permissible to include 
provisions giving the wife greater powers 
than are essential to qualify the trust. In 
doing so, however, care must be taken to 
include provisions specifically granting to 
her the essential powers to appoint the en- 
tire corpus (or any part of it) either to her- 
self or to her estate. 


Comments and Suggestions 


One of the first questions to be answered 
is: Why not leave the property outright 
to the surviving spouse? What is to be 
gained by the use of the marital-deduction 
form of trust, which must give the wife 
almost complete control over both corpus 
and income? The answer is found in that 
one word “almost,’ coupled with the prob- 
ability that despite the powers which the 
widow must be given in the trust instru- 
ment, she will not exercise them and hence 
her husband’s plans for her future, and the 
subsequent disposal of the property in the 
trust, will be carried out. 


The first step in constructing a checklist 
for the drafting of a testamentary marital 
trust and the power of appointment therein 


Code Sec. 812 (e) (1) (D), and Regs. 105, 
Sec. 81.47a (c), the next to the last paragraph. 

23 Regs. 105, Sec. 81.47a (c). 

6 Regs. 105, Sec. 81.47a (c). 

Regs. 105, Sec. $1.47a (c). 
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is to read the rules, warnings and sugges- 
tions given in great detail in the lengthy 
section of the Regulations dealing with this 
subject.” 


There is no absolute requirement that 
the wife be given any power to invade the 
corpus of the trust, but, for her protection 
and to deal with emergencies and unforeseen 
contingencies, it is believed that she should be 
given the power, either alone or in con- 
junction with the trustee, to do so. It is 
wise, also, to give the trustee power to invade 
the corpus for her benefit if he considers 
it necessary or advisable. Such powers may 
be restricted as to the amount which can 
be withdrawn in any year but, if hedged 
about by conditions, may fail in their pur- 
pose of protecting the widow. 


Even though the amount considered, for 
federal estate tax purposes, as passing to 
the widow may actually amount to more 
than half of the net estate (before deduct- 
ing such amount), unless the amount ac- 
tually passing to her under the will is at 
least equal to the share of the testamentary 
estate to which she is entitled, under the 


local:statute,” she may elect to take against 


the will. If it is desired to guard against 
the possibility of such an event, because of 
the use of a “formula method” of computing 
the amount of the property interest passing 
in trust to the wife or for other reasons, a 
clause such as the following might be in- 
corporated in the will: 


“The amount passing hereunder to the 
said [marital-deduction] trust shall in no 
event be less than the amount which my 
| RC ar .., would have the 
legal right to elect to take in lieu of the 
provision herein made for her.” 


This clause might prevent a contest by 
the widow which would spoil the whole 
testamentary plan. 


In valuing the interest in property pass- 
ing to the marital-deduction trust, account 
must be taken of the federal estate tax 
and any other death taxes which will reduce 
the net value of the property interest pass- 
ing to the surviving spouse.” Any other 
encumbrances or liabilities which likewise 





would reduce the value of such interest are 
also to be deducted in making such com- 
putation.” 


On the other hand, the Bureau of Internal 
Revenue has ruled that in valuing the inter- 
est in property passing in a qualified marital- 
deduction trust, the full value of the 
property so passing is to be taken without 
reduction on account of the actuarial value 
of the wife’s expectancy of enjoyment of 
such interest.” 


If it is desired to obtain the benefit of 
the maximum amount allowable as the 
marital deduction, provision must be made 
for payment of the federal estate tax and 
all other taxes and liabilities of the estate 
in such a manner as not to reduce below 
such maximum amount the net value of 
the property interest passing to the wife. 


This brings up the disputed question as 
to whether the “formula method” should be 
used if it is desired to obtain the maximum 
marital deduction. Various formulas for 
this purpose have been suggested in the 
numerous articles on this subject.” In de- 
signing such a formula, consideration should 
be given to the probability of future changes 
in federal estate tax law, both as to what 
is now called the marital deduction, and 
other possible changes. 


To accomplish this, the writer suggests 
the following wording for the provision in 
the will setting aside a portion of the 
estate in the marital-deduction trust: 


“If my wife, , survives me, 
I direct my executor to set aside, for the 
purpose and subject to the conditions here- 
inafter in this Article set forth, a portion 
of my estate equal to the maximum amount 
which would, if so set aside, be allowable, 
under the provisions of law in effect at the 
moment of my death, as a deduction or 
otherwise, in computing the federal tax lia- 
bility of my estate.” (At this point, pro- 
vision might also be made as to what assets 
are to be included in this portion of the 
estate, and for the exclusion of “tainted 
assets” from such portion.) 


The credit for estate tax purposes for 
property received by inheritance or gift 


* Regs. 105, Sec. 81.47a (c). 

2 For example, Sec. 18 of the Decedents Es- 
tate Law of New York, under which the sur- 
viving spouse may elect to take against the 
will if the share she would take under the will 
would amount to less than a certain prescribed 
share of the net testamentary estate, the 
amount of which share depends upon various 
conditions. 
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3% Code Sec. 812 (e) (i) (E) (ii) and Regs. 
105, Sec. 81.47e¢ (c). 

31 Code Sec. 812°(e) (1) (E) (iii) and Regs. 
105, Sec. 81.47c (b). 

32 Telegraphic ruling, April 15, 1948. 

33 Kiley and Golden, ‘‘The Residue Formula,”’ 
Trusts and Estates, December, 1951, p. 824; 
Dermond Ives, ‘‘Hints on Will Drafting,’’ Trusts 
and Estates, August, 1951, p. 519 
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within the preceding five years™ is not allow- 
able in the case of any property received 
from the decedent’s spouse, even though 
the marital deduction is not allowed with 
respect thereto.” 


It is necessary, in making computations 
to determine the extent to which the marital 
deduction should be availed of, to take into 
consideration the size of the wife’s inde- 
pendent taxable estate, to which would be 
added the value of the property interests 
passing to her from the testator. Where 
the wife has a substantial amount of prop- 
erty of her own, it must not be assumed 
that the full amount of the marital deduction 
should be sought. Computations should be 
made to determine what amount would 
probably prove most advantageous under 
existing conditions, weighing the ultimate 
tax saving against the gains which the sur- 
viving spouse might be able to realize by 
use of the property that could be distrib- 
uted as a part of the marital deduction; 
and also considering the possibility of gifts 
by the survivor during lifetime. This point, 
in particular, should be reviewed whenever 
there are any material changes in the es- 
tates of the spouses or in the tax laws. 


NONMARITAL-DEDUCTION TRUST 
TO AVOID SECOND TAX 


What is the point of making provision 
in the will for a trust subject to a power 
of appointment which does not qualify for 
the marital deduction, especially if there 
is already provision for a trust that does 
so qualify? If such an unqualified trust is 
provided for, what will be its tax effects 
and what requirements must it meet to 
obtain the anticipated tax benefits? What 
permissible variations may be incorporated 
in such a trust without losing these bene- 
fits? These questions, which confront the 
testamentary draftsman, are discussed in de- 
tail below, and some answers suggested. 


Reasons 
for Nonmarital-Deduction Trust 


First of all, no marital deduction may be 
possible or desirable if, for example, the 






34 Code Sec. 812 (c). 
33 See the valuable explanation of the quirks 
and difficulties of this feature of the estate tax 
law in Trachtman, work cited, footnote 2, at 
p. 180. 

36 Code Sec. 812 (e) (1) (D). 

% Code Sec. 812 (c). 

38 Footnote 35. 


testator is unmarried when he dies or if his 
wife survives him for not more than six 
months,” and, hence, under the provisions 
of the marital-deduction trust or other tes- 
tamentary provisions, nothing passes to the 
wife under the trust or will. 


On the other hand, where it is desired 
to leave the wife a share of the testator’s 
estate in excess of the maximum amount 
allowable as a marital deduction, the use of 
some device, preferably a trust of the kind 
described below, is essential to avoid a pos- 
sible tax penalty on such excess. This pen- 
alty arises out of the denial, only in the 
case of property passing to the testator’s 
surviving spouse, of the federal estate tax 
credit * otherwise allowable with respect to 
property previously subject to tax in the 
estate from which received.* 


Besides avoiding such penalty, the type 
of trust considered under this heading 
makes available to a primary beneficiary 
(herein assumed to be the wife) the income 
from property left in trust, with certain 
powers of invasion of corpus for her 
benefit, which trust may continue, after her 
death, for other beneficiaries, and yet the 
interest thus passing to such other bene- 
ficiaries upon her death will escape the 
second estate tax that would otherwise be 
payable if such interest had passed from the 
testator to the wife and in turn to such 
ultimate beneficiaries. The Powers of 
Appointment Act of 1951” has greatly 
increased the attractiveness of this means 
of testamentary disposition of property and 
should be carefully studied. 


The fundamental concept of this act is 
that an interest in property (in trust or 
otherwise) subject to a power of appoint- 
ment is taxable in the estate of the donee 
of such power Only if it is substantially 
equivalent to ownership, that is, it is a 
power which the holder can exercise for 
his (or her) own benefit. Even powers of 
the latter type may obtain the benefit of a 
limited exemption from tax in the estate 
of the donee. ® 


In other words, it is possible for the 
testator to pass on in turn to his children, 
and, in certain circumstances to his grand- 
children, property in which he gives to his 
wife a life estate over which she may 


% Amending Code Secs. 811 (f) (estate tax) 
and Sec. 1000 (c) (gift tax). 

*# Code Sec. 811 (f) (5), discussed and illus- 
trated in the Senate Finance Committee report 
on P. L. 58 (Powers of Appointment Act of 
1951) and in numerous recent articles, some of 
which are cited in the ensuing footnotes. 
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have extensive powers without incurring 
any estate tax on such property in the 
estate of the wife. 


General Rules 


The basic rule is that an interest in property 
subject to a general power of appointment 
created after October 21, 1942, is taxable 
in the estate of a donee who has such power 
at the date of his or her death, or who 
exercises or releases such power during lite 
in such a manner as to be equivalent to a 
testamentary disposition“ (because, for ex- 
ample, such donee retains the income there- 
from for life or the disposition was made in 
contemplation of death).* The statute de- 
fines a general power of appointment as one 
“which is exercisable in favor of the de- 
cedent [donee of the power], his estate, his 
creditors, or the creditors of his estate,” “ 
with certain exceptions discussed later herein. 


The basic intent of this provision is the 
inclusion in the taxable estate of a person 
of property over which that person had such 
power as to be equivalent to ownership 


and/or enjoyed the income from or use of . 


such property until the moment of his death. 


The exceptions prescribed in the basic 
rule with respect to nongeneral, or special, 
powers of appointment, however, make it 
possible to give to the donee of the power 
(herein assumed to be the wife) the income 
from or use of the property for life, to give 
her quite extensive powers over the corpus 
of the trust, exercisable during her life and 
by will, and even to give her a limited 
power of invasion of corpus. In addition, 
the trustee may be given quite extensive 
powers exercisable in favor of the wife. All 
this may be done without the wife’s estate 
incurring any tax on the trust, provided the 
provisions of the trust meet the statutory 
requirements. 


Thus, the wife may be given almost com- 
plete ownership of, as well as income from, 
the property left for her protection, and 
yet whatever remains of such property at 
her death may pass on to the secondary 
beneficiaries—the testator’s children and, in 
certain circumstances, even grandchildren— 


*1Code Sec. 811 (f) (2), as amended by the 
Powers of Appointment Act of 1951. 

* Regs. 105, Sec. 81.24 (b) (1). 

*8 Code Sec. 811 (f) (2). 

* Trachtman, work cited, footnote 2, at p. 
26 and following. 

* Code Sec. 812 (e) (2) (A). 

“Code Sec. 811 (f) (3) (A); Richard J. 
Turk, Jr., ‘‘New Rules on Powers of Appoint- 
ment,’’ Trusts and Estates, July, 1951, p. 428; 
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without payment of estate tax by the wife’s 
estate on that passing of beneficial owner- 
ship. Nevertheless, in a given case this 
method may be less advantageous taxwise, 
with respect to the property so passing, 
than if it were to pass under a trust quali- 
fying for the marital deduction. Only by 
making forecasts and computations of the 
resulting taxes under both methods is it 
possible, in any but the simplest cases, to 
reach an informed conclusion as to which 
method or combination of methods is pref- 
erable.“ What is certain, however, is that 
as the marital deduction can not exceed 
one half of the “adjusted gross estate,” * 
some other device, such as a nonmarital- 
deduction trust, must be used if it is de- 
sired to transmit the portion of the estate 
in excess of such limitation to two or more 
generations of beneficiaries (mother, chil- 
dren and, perhaps, grandchildren) in suc- 
cession without incurring a second or third 
estate tax. 


Permissible Provisions 


- The donee of the power and/or the trustee 
may, without losing the benefit of the exclu- 
sion, be given the power to consume or invade 
corpus of the trust if such power is “limited 
by an ascertainable standard relating to the 
health, education, support, or maintenance” 
of such donee.” 


Any desired power may be given to the 
donee, without sacrifice of the exclusion of 
the trust corpus from the donee’s taxable es- 
tate, provided such power can be exercised 
only jointly with another person having a sub- 
stantial interest in the trust adverse to the 
interest of the donee.“ This provision, for ex- 
ample, would permit the widow to have an 
unlimited power to dispose of corpus as well 
as income of the trust, provided such power 
may be exercised only in conjunction with 
her son, the latter having a power of ap- 
pointment in his own favor exercisable only 
after the death of his mother. 


The original donee of the power (the 
wife) may, without loss of the benefit of the 
exclusion, have the power’ to create (under 
the laws of any state except Delaware) 





Arthur B. Willis, ‘‘Consequences of Power to 
Consume Principal,’ Trusts and Estates, March, 
1952, p. 205; George Craven, ‘‘Powers of Ap- 
pointment Act of 1951,’’ 65 Harvard Law Re- 
view, November, 1951, pp. 55, 72. 

41Code Sec. 811 (f) (3) (C) (ii); Maurice 
T. Brunner, ‘‘Powers of Appointment—Joint 
Holders and Adverse Interests,’’ Trusts and 
Estates, September, 1951, p. 584. 


687 





another power of appointment.“ In creat- 
ing any such successive power, care must, 
of course, be taken to avoid any violation 
of the applicable local rule againSt per- 
petuities.” 


The donee may, without loss of the bene- 
fit of the exclusion, have the power to invade 
corpus, in each calendar year, to the extent 
of “$5000 or 5% of the aggregate value . . 
of the assets [or proceeds] out of which” 
such withdrawal might be made,” whichever 
amount is greater. The statute specifically 
provides that to the said extent, the lapse 
of a power to invade corpus will not result 
in the inclusion of such amounts in the 
taxable estate of the donee of the power. 
This is an exception to the basic rules that 
“the lapse of a power of appointment created 
after October 21, 1942, during the life of 
the individual possessing the power shall 
be considered a release of such power”™ 
and that the release of a power of this kind 
(with respect to an interest in a trust, the 
income of which is distributable to the 
donee of the power during her life)” re- 
sults in the inclusion in the taxable estate 
of such donee of the property interest with 
respect to which such power was released.” 
On the other hand, if the donee does exer- 
cise the power so to invade the corpus of 
the trust, it is reduced to that extent and 
will not be includible in the taxable estate 
of such donee except, of course, to the 
extent that the amount so withdrawn is 
present, in some form, among the assets of 
her estate. 


Other Comments 
and Suggestions 


Where there is both a trust of this type 
and a marital-deduction trust, it is usually 
desirable to provide that no withdrawals 
shall be made from the corpus of the former 
until the corpus of the marital-deduction 


trust has been exhausted. This is because 
all amounts withdrawn from a marital- 
deduction trust and expended during the 
widow’s lifetime are entirely free from the 


# Rollin Browne, ‘‘Successive Powers Under 
Powers of Appointment Act of 1951,’’ Trusts and 
Estates, November, 1951, p. 762. 

4# See the warnings, especially as to chari- 
table bequests, in the article cited in footnote 
48 at pp. 764, 766 and also in the article by 
Craven, cited in footnote 46 at p. 81. 

5 Code Sec. 811 (f) (5). 

51 Code Sec. 811 (f) (5). 

52 Regs. 105, Sec. 81.24 (b) (1). 

3 Footnote 41. 
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estate tax in both the husband’s estate and 
in her own. 


For tax reasons, as well as for.other testa- 
mentary reasons, it is wise to take precau- 
tions to avoid any possibility of wills executed 
by husband and wife at about the same time 
being held to be mutual wills, each executed 
in consideration of the other.™ 


A few of the suggestions offered herein 
are illustrated in the testamentary trust pro- 
visions set forth in Appendix A.* © 


Changes in conditions, such as deaths, 
marriages and births, as well as changes in 
tax law, may destroy or reduce the tax 
advantages of any testamentary provision, 
especially provisions involving powers of 
appointment such as described herein. Hence, 
although reasonable efforts should be made 
to anticipate and make provision in the 
will for such contingencies, it is vitally im- 
portant that the will be reviewed at frequent 
and at regular intervals to determine whether 
any such change in conditions requires 
changes in the estate plan, including revision 
of the will. 


APPENDIX A 


(Aside from the first paragraph, which 
is the author’s, the following has _ been 
taken, in large measure, directly or with 
modifications from Fingar and Bookstaver, 
New York Wills and Testamentary Trusts 
(New York, Clark Boardman Company, 
Ltd., 1949), and from Tweed and Parsons, 
Lifetime and Testamentary Estate Planning 
(Philadelphia, American Law Institute and 
American Bar Association, 1951).) 


Provisions which may be incorporated in 
the last will and testament in order to: (1) 
create a marital-deduction trust for the 
primary benefit of the widow; (2) create 
a trust to avoid the second tax;. (3) permit 
accumulation of income or invasion of prin- 
cipal, in the discretion of the trustee, during 
the minority of any beneficiary; (4) desig- 
nate the source of payment of the estate 
tax and other like taxes. 


5% Trachtman, work cited, footnote 2, at p. 
134. 

55Many other valuable suggestions are con- 
tained in the works cited in the preceding foot- 
notes, as well as in articles by Desmond Ives, 
“Hints on Will Drafting,’’ Trusts and Estates, 
August, 1951, p. 519; Alfred S. Pellard, ‘‘When 
Drafting Wills Vizualize the Tax Results,” 
TAxES—The Tax Magazine, June, 1951, p. 477; 
Seneca B. Anderson, ‘‘A Caveat to Draftsmen 
of Wills,’’ Taxes—The Tax Magazine, June, 
1951, p. 470. 
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(1) If my wife, , survives 
me, I direct my executor to set aside, for 
the purpose and subject to the conditions 
hereinafter in this article set forth, a por- 
tion of my estate equal to the maximum 
amount which would, if so set aside, be 
allowable, under the provisions of law in 
effect at the moment of my death, as a 
deduction or otherwise, in computing the 
federal tax liability of my estate. 


I devise and bequeath the said portion 
of my estate to the trustee hereinafter 
named, IN TRUST, to hold, manage, in- 
vest and reinvest the same, to collect the 
income and to pay over the net income, 
annually or at more frequent intervals, to 
or for the benefit of my wife, 
during her life; if my wife survives me 
for six months or more, she shall have 
the sole, absolute and unrestricted power 
to appoint all or any portion of the principal 
of this trust *[by deeds delivered by her 
in her lifetime to the trustee or] by her 
last will and testament to her estate or 
to any person or persons, corporation or 
corporations. *[Any such appointment by 
deed shall become operative upon delivery 
of the deed to the trustee but shall (unless 
therein otherwise provided), to the extent 
not yet acted upon, be subject to amend- 
ment or revocation by my wife’s subsequent 
deed delivered by her in her lifetime to 
the trustee, it being my intention that such 
power shall be so exercisable by her alone 
and in all events at any time and from 
time to time during her life. Every such 
deed shall be acknowledged like a con- 
veyance of realty entitled to record in the 
state in which the property is situated. 
My wife may so appoint all or any part or 
parts of such principal to be distributed 
on her death to her estate, or any other 
appointee or appointees, either outright or 
otherwise. If my wife fails to so appoint 
effectively all of said principal, then upon 
her death so much of said principal as 
shall not have been effectively appointed by 
her shall be transferred, conveyed and paid 
over to the trustee of the trust of my resid- 
uary estate established by Article ; 
[paragraph (2) hereof] hereof, to be held, 
administered and distributed in all respects, 
both as to income and principal, as a part 
of the latter trust. 

Notwithstanding anything to the con- 
trary contained in this, my will, I direct 
that in establishing this trust for my wife, 
there shall not be allocated thereto any 
Property which would not qualify for the 


*Portions of the provision enclosed in 
brackets may be omitted. 
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marital deduction or other similar deduction 
allowable in determining the amount of the 
liability of my estate for federal estate tax 
and that the trustee of this trust shall not 
retain beyond a reasonable time any prop- 
erty which may at any time be or become 
unproductive, nor shall the trustee invest 
in unproductive property. 

I authorize and direct the trustee of this 
trust for my wife to use and apply at 
any time and from time to time such 
portion of the principal of this trust to or 
for the benefit of my said wife as he con- 
siders, in his sole and absolute discretion, 
necessary or advisable. 


I direct my trustee to pay over to the 
estate of my wife any income of this trust 
remaining undistributed in his hands at 
the date of her death. [It is believed safer 
to include this sentence, despite the indica- 
tions in the Regulations that it is un- 
necessary. | 


(2) All the rest, residue and remainder 
of my property and estate, both real and 
personal, of which I shall die seized or 
possessed or of which I shall be entitled 
to disposé at the time of my death, except 


’ for any power of appointment which I may 


have under the last will and testament of 
my wife, , I devise and be- 
queath to the trustee hereinafter named, 
IN TRUST, to hold, manage, invest and 
reinvest the same, to collect the income 
and to pay over the net income annually 
or at more frequent intervals to my wife, 
, during her life and upon the 
death of 1 my wife, if my son, Be 
be then living, to him in quarterly install- 
ments during his life, and upon the death 
of the survivor of my wife, 
and my son, to transfer, 
convey and pay over the principal to or 
for the benefit of the descendants of my said 
son, to such extent, in such amounts or such 
proportions, and in such lawful interests 
or estates, whether absolute or in trust, 
as my said wife may by her last will and 
testament appoint or, to the extent that 
the power of appointment hereby granted 
is for any reason not validly exercised by 
her, then as my said son may by his last 
will and testament appoint. 


My said wife may, at any time or from 
time to time during her life, exercise the 
power to appoint only to or for the benefit 
of the descendants of my said son any 
or all of the principal of this trust then 
in the hands of the trustee, and to the 

(Continued on page 764) 
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Foreign Branch Operations 


and the Internal ReveniLo< 


THE AUTHOR DEMONSTRATES HOW TAX-CONSCIOUS MANAGE- 
MENT MAY FIND FOREIGN BRANCH OPERATIONS AN EXPENSIVE 
LUXURY FROM THE VIEWPOINT OF FEDERAL INCOME TAXATION 


HE Internal Revenue Code offers many 

tax concessions to domestic corporations 
operating in foreign commerce, and these 
are of current interest as the United States 
assumes a growing long-term role in inter- 
national trade. Most of these opportunities 
for tax reduction carry conditions which 
make it extremely difficult for American 
corporations to qualify if they carry on any 
substantial business in the United States. 
In order to enjoy the offered tax advantages, 
new subsidiaries must be formed whose 
operations are limited to foreign commerce. 
This practical need to incorporate particular 
foreign-branch operations separately for 
federal income tax advantage amounts to a 
form of discrimination against foreign- 
branch activities. 


The ensuing discussion is not intended 
to be critical of the Congressional construc- 
tion of the provisions to be examined, nor 
is it a call for a crusade for their alteration 
or amendment. The purpose is to demon- 
strate that tax-conscious management may 
find foreign-branch operations an expensive 
luxury from the viewpoint of federal jncome 
taxation. 


The possible repercussions of branch in- 
corporation under the tax statutes of foreign 
countries cannot be considered in this brief 
analysis, and economic, political and other 
nontax factors will not be reviewed. When- 
ever a taxpayer contemplates the creation 
of new subsidiaries to replace foreign- 
branch operations, all of these other factors 
would have to be weighed. While the 
tax features to be discussed would materially 
influence the decision with respect to branch 


1 Code Sec. 131. 


incorporation, they might be diminished or 
eliminated by nontax disadvantages. 


Before examining the inducements for 
foreign or domestic incorporation, it would 
be well to inspect the position of foreign 
branches under the Internal Revenue Code. 
From a federal income tax standpoint, 
branch operations represent one segment 
of a single tax entity, and, therefore, their 
financial results merge with domestic figures 
in One corporate income tax return. This 
gives a result similar to the consolidation of 
separate taxpayers and is a distinct advant- 
age when foreign branches sustain losses, 
since such losses can be used to reduce tax- 


‘able income of the company. 


As all income belongs to one entity, there 
is no need to transfer present or accumulated 
earnings derived from branch operations by 
intercompany dividends, as would be the 
case after the formation of subsidiaries. It 
will be shown subsequently that some of the 
subsidiaries that might be formed under the 
benefit provisions cannot be consolidated 
with the parent company for income tax 
reporting without the loss of special treat- 
ment. In such cases, some tax on dividends 
would result. 


The company with foreign branches also 
has the option of treating foreign tax pay- 
ments as either credits against United States 
income taxes or as deductions from income.’ 
Some of the benefit provisions deny the 
right to the foreign tax credit. 


Incorporation of the branch can take 
place in one of the United States or in a 
foreign jurisdiction, and domestic incor- 
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poration will receive more extensive con- 
sideration as a larger number of benefit 
provisions apply to domestic companies. 
The formation of a subsidiary will involve 
costs of incorporation and the possibility of 
annual state income and/or franchise taxes 
where the domestic subsidiary is chartered. 
This would have to be added to the possible 
loss of advantages enjoyed by branches in 
measuring the benefits to be obtained from 
a change. 


United States Possessions 


One of the oldest of the tax concessions 
to domestic corporations engaged in com- 
merce outside the United States is the ex- 
clusion from taxable gross income of earn- 
ings derived from the conduct of a trade 
or business in United States possessions.’ 
This 30-year-old benefit provision remains 
in the Code as Section 251 and limits the 


?See Sec. 262 of the Revenue Act of 1921. 

*The one definition of ‘‘trade or business’’ in 
the Code states, without further elaboration, 
that the term includes the performance of the 
functions of a public office. (Code Sec. 48 (d).) 
Active conduct of a trade or business, as con- 
tained in most of the benefit sections to be 
considered, would probably require a minimum 
of a sales agency or office in the foreign 
country. Foreign-branch operations should 
easily qualify. 

‘This, in effect, permits it to be taxed in 
the same manner as a foreign corporation doing 
some business in the United States. However, 
domestic corporations entitled to the benefits of 
Sec. 251 are taxed on income received in the 
United States whether derived from sources 
within or without the United States. (Regs. 
111, Sec. 29.119.1.) 

5 Regs. 111, Sec. 29.251.4. Under Sec. 251 (d), 
as revised by the Revenue Act of 1950, Puerto 
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taxable income of the qualifying corporation 
to its gross income from sources within 
the United States if (a) 50 per cent or more 
of such gross income for the three-year 
period ending with the close of the taxable 
year (or such part of such period that the 
corporation was in existence) was derived 
from the active conduct of a trade or busi- 
ness* and (b) 80 per cent or more of its 
gross income for such period was derived 
from sources within United States pos- 
sessions.‘ 


Present posesssions of the United States 
for purposes of this provision are Puerto 
Rico, the Panama Canal Zone, Guam, Ameri- 
can Samoa, Wake and the Midway Islands. 
Hawaii and Alaska are classified as terri- 
tories» The statute itself excludes the 
Virgin Islands.° 


The percentage tests mentioned above 
have been in the section from its inception 
and were originally taken from a provision 
proposed in the House draft of the Revenue 
Act of 1921° which was designed to extend 
a similar exemption to all foreign-trade 
corporations.» The world-wide provision 


- died in the conference committee, but the 


percentages were inserted in the predeces- 
sor of the present Section 251 and have 
survived, 


The requirement that 80 per cent of 
gross income be from sources outside the 
United States effectively excludes domestic 
corporations with extensive operations out- 
side the United States and thus discriminates 
against the operation of branches in pos- 
sessions. It also tends to exclude domestic 
manufacturers selling in United States pos- 
sessions through a branch setup.’ 


There is one easy way to remove the dan- 
ger of excessive income from sources with- 
in the United States and thus to qualify 


Rico is treated as a possession where domestic 
corporations but not individual United States 
citizens are involved. 

® Code Sec. 251 (d). 

™See the report of the House of Represen- 
tatives on the Revenue Act of 1921 in 1939-1 
CB 174. 

8In effect, this would have provided an alter- 
native to the foreign-tax credit under Sec. 238 
of the Revenue Act of 1921 which survives as 
Code Sec. 131. Under the present Sec. 251, the 
qualifying corporation is denied the credit for 
foreign taxes. (Code Sec. 251 (h).) 

® Gross income derived from the sale of per- 
sonal property produced in whole or in part 
by the taxpayer within the United States and 
sold within the possession is treated as derived 
partly from sources within and partly from 
sources without the United States. (Regs. 111, 
Sec. 26.119.12.) 
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under the section. If the branch operating 
in the possession is split off and set up as 
a new domestic subsidiary with operations 
limited to the purchase of goods manufac- 
tured by the parent and their sale in the 
possession, the 80 per cent condition can 
easily be satisfied since the purchaser-seller 
derives his income from the place where 
the goods are sold.” 


Several disadvantages counterbalance the 
exclusion from federal income taxation of 
gross income derived in a possession. The 
qualifying domestic corporation is deprived 
of possible credits for foreign taxes” and, 
in addition, its domestic parent loses the 
85 per cent dividends received credit on 
intercompany dividends paid to it by the 
new subsidiary.” An additional deterrent 
is found in the fact that the qualifying cor- 
poration cannot be included in a consolidated 
return.” 


Any company considering the incorpora- 
tion of its branch activities in a United 
States possession would have to weight the 
tax consequences of all the above factors 
in the light of its own peculiar circumstances 
in order to ascertain the benefits to be de- 
rived from the formation of a new sub- 
sidiary. The extent of the gain to be secured 
might differ in individual cases, and the 
possibility of tax savings would make a 
complete analysis of the situation desirable. 


Western Hemisphere 
Trade Corporations 
During the years before the second World 


War, domestic corporations operating in 
the Western Hemisphere, and particularly 


in Central and South America, labored 
under a distinct handicap in the race for 
foreign trade because of the burden of high 
comparative federal income tax rates while 


1° A possession of the United States constitutes 
a country separate and distinct from thé United 
States, and income from the purchase of prop- 
erty and its sale within the possession is treated 
as income obtained in the possession. (Regs. 
111, Sec. 29.119.8.) : 

11 Code Sec. 131 (g). 

12 Code Sec. 26 (b). 

13 Code Sec. 141 (e). 

For an expression of Congressional intent, 
see 1939-2 CB 530. 

18 Sec. 225 of the Revenue Act of 1939. 

16 From the Revenue Act of 1934 to the Revenue 
Act of 1942 the privilege of filing consolidated 
returns was restricted. Railroad corporations 
had the election for the entire period, and 
Pan-American Trade Corporation returns could 
be consolidated after 1939. See the report of 
the House of Representatives on the Revenue 
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their foreign competitors from Europe en- 
joyed tax concessions under their own 
laws. Congress was widely urged to mitigate 
this situation by offering special tax treat- 
ment to such companies, and the first legis- 
lative step to encourage foreign commerce 
by such domestic companies was the Pan- 
American Trade Corporation provision in- 
cluded in the Revenue Act of 1939 and made 
effective after December 31, 1939.% This 
permitted a qualifying corporation to file a 
consolidated income tax return with its 
domestic parent.” At this time the privilege 
of filing consolidated returns was not gen- 
erally available, having been withdrawn in 
the early days of the New Deal.” 


The Pan-American Trade Corporation 
provision was replaced by the present, and 
more substantial, benefits of Section 109 of 
the Code, added as part of the Revenue Act 
of 1942.% This enactment offers reduced 
federal income taxation to qualifying do- 
mestic corporations, all of whose business 
is carried on in any country or countries 
in North, Central or South America, in the 
West Indies or in Newfoundland.* 


To obtain the offered benefits it is re- 
quired that 95 per cent or more of the gross 
income of the domestic company for the 
three-year period immediately preceding the 
close of the taxable year (or such part of 
such year that the corporation was in exist- 
ence) be derived from sources other than 
sources within the United States and that 
90 per cent of its income be derived from 
the active conduct of a‘trade or business. 


Since the provision requires that all the 
business of the corperation be done in the 
Western Hemisphere, any operations in any 
country of Europe, Asia or Africa will make 
it impossible to qualify.° Up to 5 per cent 
of the gross income of the company can be 
from sources within the United States. 


Act of 1934 at 1931-1 CB 566-567 for the rea- 
soning behind the limitation of the privilege 
of consolidation. 

17 Sec. 141 of the Revenue Act of 1942. : 

18 This does not include Bermuda. (I. T. 3990, 
1950-1 CB 57.) 

% The Senate Finance Committee report on 
the Revenue Act of 1942 explains that mere 
incidental contact with nations outside the 
Western Hemisphere will not exclude the tax- 
payer. It cites a corporation engaged in mining 
activities in South America and in shipping its 
products outside the United States, including 
Great Britain, and states that the mere fact that 
it ships goods to England, retaining title until 
acceptance of the bill of lading and draft in 
order to secure collection of the price, will not 
cause it to be considered as carrying on busi- 
ness outside this Hemisphere. (1942-2 CB 588.) 
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The normal-tax net income of a Western 
Hemisphere Trade Corporation is reduced 
by a credit of 27 per cent for tax years 
beginning after March 31, 1951. This, in 
effect, preserves the surtax exemption of 
prior years.” Where a company qualifying 
under Section 109 is included in a consoli- 
dated return, the added 2 per cent tax for 
consolidation does not apply to the Western 
Hemisphere trade income.” 


Unlike the corporation qualifying under 
Section 251, the Western Hemisphere com- 
pany is allowed to claim the foreign-tax 
credit for taxes paid to other companies,” 
it can be included in a consolidated income 
tax return with its parent if it so elects” 
and the parent company is entitled to the 
85 per cent dividends-received credit for 
any dividends paid to it by the Western 
Hemisphere Trade Corporation.” 


As the corporation seeking to qualify 
under this section has to pass a stiffer gross- 
income test than a taxpayer qualifying under 
Section 251, the danger of having income 
allocated to sources within the United States 
is more acute. The company having some 
operations in the United States is in an 
almost hopeless position. The solution again 
would be to incorporate branch activities 
in the Western Hemisphere to remove the 
dangers of the gross-income test. As there 
are not the counterbalancing disadvantages 
present under Section 251, the determination 
of the advantages to be obtained by a change 
in operations is more easily obtained. 


China Trade Corporations 


At the present time, when China is in 
the hands of hostile Communist forces, the 
special benefits offered by the China Trade 


Act have only limited use. However, as 
the inducements remain in the Internal 
Revenue Code™ and since such benefits 


270See Sec. 26 (i) as amended by the Revenue 
Act of 1951. This preserves a tax saving of 
approximately 14 per cent. 


21 Code Sec. 141 (c). 
2 Code Sec. 131 (a) (1). 
23 Code Sec. 141 (e) (7). 


*It should be noted that a Western Hemis- 
phere Trade Corporation loses its excess profits 
tax exemption under Sec. 454 (f) if its income 
is included in a consolidated return. 


* The provisions covering China Trade Act 
Corporations are Code Sec. 261 to 263, inclusive. 


*6 China, under the act, means (a) China, in- 
cluding Manchuria, Tibet, Mongolia and any 
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might encourage American trade in China 
in normal times, these provisions merit 
consideration.” 


Congress first attempted to encourage 
trade with China in 1922 when it passed 
the China Trade Act.” This remains in 
effect and provides that three or more indi- 
viduals, the majority of whom must be 
American citizens, can form a corporation 
in the District of Columbia for the purpose 
of engaging in business in China.” It is 
required that a majority of the directors, 
the president and treasurer, or each officer 
holding a corresponding office, be United 
States citizens residing in China. A qualify- 
ing company is prohibited from engaging 
in banking and some related fields, insur- 
ance and the business of owning and oper- 
ating a vessel, unless, in the last case, the 
controlling interest is owned by citizens 
of the United States. The company name 
is required to end in “Federal Inc., U. S. A.” 
The Secretary of Commerce issues certif- 
icates of incorporation under the act when he 
is satisfied that the proposed company will 


_ assist in the development of Chinese markets 


for goods produced in the United States. 


Under Section 262, qualifying corpora- 
tions are given a special credit against net 
income in an amount equal to the propor- 
tion of the net income derived from sources 
within China” which the par value of the 
shares owned by resident of the United 
States (including possessions) or China, or 
citizens of these countries wherever resi- 
dent, bears to the par value of all the out- 
standing shares. The resultant tax reduc- 
tion is limited to the amount of the special 
dividend under Section 262 (b), which is 
the amount certified to the Commissioner 
of Internal Revenue as having been paid to 
shareholders who were residents of China 
or the United States (including posses- 
sions), or were citizens of either country, 
wherever resident. A general dividend paid 


territory leased by China to a foreign govern- 
ment, (b) the Crown Colony of Hong Kong 
and (c) the Province of Macao. (Regs. 111, 
Sec. 29.262-3.) 


27 See 42 Stat. 849, 15 USC, Ch. 4. 


- 23 While the original incorporators must be 
individuals, domestic corporations can qualify 
as owners of the stock subsequently. In the 
determination of controlling interest, stock is 
considered as owned by the person or company 
in whom the equitable right to the income from 
such shares is vested. See section 262 (c), 
| ae on 


27>The rules of allocation of income under 
Code Sec. 119 apply. (See Sec. 262 (a).) 
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without certification by the Secretary of 
Commerce cannot get special treatment.” 


Counterbalancing the benefits is the fact 
that China Trade Act Corporations are 
excluded from the benefits of foreign tax 
credits” and are not includible in a con- 
solidated return.” The domestic parent 
company is denied the 85 per cent dividends- 
received credit for dividends received from 
such corporations.” 


While China Trade Act Corporations of- 
fer chiefly theoretical advantages at present 
and branch operations in China are nil, 
there is always the possibility that a change 
in the international political climate and in- 
creased trade with and in China will cause 
greater interest in these provisions. 


Foreign Incorporation 


The alternative to a domestic subsidiary 
in each case is incorporation in a foreign 
jurisdiction, and such action offers many 
attractions from a federal tax viewpoint. 
Whereas the domestic corporation benefit 
sections are limited to particular areas, for- 
eign incorporation is an alternative any 
place in the world where branch operations 
are conducted. 


Under the Internal Revenue Code, a for- 
eign corporation not doing business in the 
United States is not subject to federal in- 
come taxes™ and income earned by an 
American-owned foreign corporation will 
not be taxed in this country until dividends 
are paid to its domestic parent. In addition, 
such a foreign corporation would not be 
subject to the excess profits tax.™ The bene- 
fits of the foreign tax credit for foreign 
taxes paid by the subsidiary pass to 
the parent as long as the domestic parent 
owns 10 per cent or more of the voting 
stock.” The credit of the parent company 
would be the proportion of any income and 
excess profits taxes paid or deemed to be 
paid to any foreign country upon the accu- 


* Thus, where a subsequent audit of the tax 
return of a China trade company results in 
disallowed deductions and a deficiency, the 
general dividend cannot be used as an offset 
against the deficiency. (China United Lamp 
Company, CCH Dec. 10,089, 38 BTA 111.) 

31 See Code Secs. 131 (g) (2), 263. 

% Code Sec. 141 (e) (5). 

33 Code Sec. 26 (b). 

*% Foreign corporations are only taxed on their 
income from sources within the United States. 
(Code Sec. 231.) 

% Code Sec. 454 (e). Such dividends received 
by the parent would not be subject to excess 
profits taxes; neither would dividends from a 
domestic subsidiary. (Code Sec. 433 (a) (1).) 


mulated profits of the foreign corporation 
from which dividends have been paid which 
the amount of such dividends bears to the 
amount of such accumulated profits. An 
added advantage found is in the fact that 
profits can be accumulated in foreign sub- 
sidiaries without incurring the risk of addi- 
tional surtaxes under Section 102.” 


One disadvantage of foreign incorpora- 
tion lies in the fact that the foreign sub- 
sidiary cannot be included in a consolidated 
return with its domestic parent unless it is 
a wholly owned corporation organized under 
the laws of a contiguous foreign country 
(Canada or Mexico) and maintained solely 
to comply with the laws of such country 
as to the title and operation of property.* 
This general exclusion from consolidation 
can be costly when losses from foreign 
operations are sustained, as such losses 
from branch operations could have been 
offset against domestic or other profits. 
This is not possible with a foreign subsidiary. 


An added deterrent is found in the loss 
of the 85 per cent dividends-received credit 
on dividends paid to the parent. Thus, 
while all the dividends from foreign cor- 
porations not doing business in the United 
States are subject to normal taxes and sur- 
taxes, only 15 per cent of dividends from 
domestic companies are so taxed.” 


Foreign incorporation offers many attrac- 
tions and merits careful consideration, al- 
though the other side of the picture, the 
tax and other implications in the foreign 
countries selected, would have to be care- 
fully scrutinized. 


Excess Profits Tax Provisions 


The Excess Profits Tax Act of 1950 
added to the inducements for foreign or 
domestic incorporation of foreign branches. 
The applicable provisions are a substantial 
re-enactment of similar sections in effect 


% Code Sec. 131 (f), as amended by Sec. 332 
of the Revenue Act of 1951. 

37 A minor disadvantage of foreign branches 
is the fact that their nonresident alien em- 
Pployees are subject to United States taxes on 
income earned on short visits to this country. 
Such employees of foreign companies (including 
foreign subsidiaries of domestic corporations) 
are not taxed if they are in the country for 
less than 90 days during the year and earn less 
than $3,000 and if such trips are in the fur- 
therance of company business. (See Code Sec. 
119 (a).) 

38 Code Sec. 141 (g). 

% Code Sec. 26 (b). 
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during the last war, with the exception of 
new provisions covering the transfer of a 
portion of a corporation’s assets and the 
resulting adjustments required in the excess 
profits credit of the transferor. 


Reference has already been made to the 
exclusion from the excess profits levy of 
foreign corporations not doing business in 
the United States. Now consideration will 
be given to a similar exemption offered 
qualifying domestic corporations.“ Such 
companies engaged in foreign commerce are 
exempt from the excess profits tax, pro- 
vided that 95 per cent or more of their 
gross income for the three-year period im- 
mediately preceding the close of the taxable 
year (or such part of such period that the 
company was in existence) was derived 
from sources other than sources within the 
United States and provided that 50 per cent 
or more of the gross income for such period 
was derived from the active conduct of a 
trade or business. A Western Hemisphere 
Trade Corporation would automatically meet 
these tests. Domestic corporations oper- 
ating anywhere in the world and meeting 
these tests would also be exempt. 


The one serious obstacle to the domestic 
incorporation of foreign branches for excess 
profits tax benefit is the provision that, in 


cases such as these, the excess profits tax 
earnings credit shall be allocated between 
the parent and the new subsidiary and that 
the acquiring company (new subsidiary) 
shall take the portion of the component cor- 
poration’s (parent’s) excess profits tax ex- 
perience that the fair market value of the 
assets transferred to the acquiring corpora- 
tion bears to the fair market value of the 
total assets of the component as they 
existed immediately prior to the transac- 
tion." Such division applies only where the 
acquiring corporation received the assets as 
part of a tax-free reorganization.” In addi- 
tion, a portion of the equity capital of the 
parent at the beginning of its first excess 
profits tax year is allocated to the sub- 
sidiary,* and its equity capital at the begin- 
ning of the taxable year is reduced by the 
basis of the property transferred. The re- 
ceipt of the stock of the subsidiary in ex- 
change for the assets would not cause a 


* Code Sec. 454 (f). 

“The 1950 act permits the determination of 
fair market value and its allocation by agree- 
ment between the parties, subject to the ap- 
proval of the Secretary of the Treasury. (Code 
Sec. 462 (i) (5).) The allocation can be based 
on the earnings experience of the assets if that 
can be ascertained. (Code Sec. 462 (i) (6).) 


Foreign Branch Operations 


net capital reduction, because such stock 
is deemed to be held at all times prior to 
the transaction.“ 


This loss of a portion of its earnings 
experience by the parent is involuntary and 
applies whether or not the acquiring cor- 
poration actually utilizes its share of the 
earnings experience.” It can readily be seen 
that this does not produce a reasonable 
result, as the newly formed subsidiary would 
be formed for the exemption under Section 
454 (f) and would have no use for its excess 
profits credit. The parent would remove 
the foreign-branch income from the scope 
of the excess profits tax levy, but this would 
be counter-balanced by the diminished credit. 
In many cases this will erase all possible 
excess profits tax benefit. If the operations 
of the branch to be incorporated are such 
that the new subsidiary can be formed 
without the transfer of a substantial amount 
of assets, the parent might still retain enough 
of its excess profits credit to produce an 
over-all benefit. However, this is not always 
possible where a transfer of operations 
might be construed to include good will or 
where the branch activities transferred in- 
cluded established offices, warehouses, etc., 
used in foreign business. It is sufficient in 
this review to point out the problem. It would 
take a separate study to examine it fully. 


The problem of the allocation of the 
earnings credit between the parent and the 
new subsidiary does not exist where the 
branch is incorporated in a foreign country. 
This is because no foreign corporation can 
qualify as an acquiring corporation for pur- 
poses of the earnings credit allocation.” 
This would seem to make foreign incor- 
poration of foreign branches a surer way 
of obtaining the excess profits tax advant- 
age. It should be noted in passing, how- 
ever, that the transfer of a foreign branch 
to a domestic subsidiary might have an 
easier time qualifying under Section 112 
as a tax-free reorganization. A foreign cor- 
poration is not considered as a proper party 
to a tax-free reorganization unless it is 
established to the satisfaction of the Com- 
missioner that the avoidance of federal in- 
come taxes is not one of the principal 


* purposes.” 


42 Code Secs. 461 (a) (1) (E), 461 (a) (2). 
43 Code Sec. 463 (a) (8). 

“4 Regs. 130, Sec. 40.461-7 (c) (2). 

# Regs. 130, Sec. 40.461-3. 

46 Code Sec. 465. 

47 Code Sec. 112 (i). 





Allocation of Income by Source 


In determining whether a corporation 
qualifies under the discussed benefit provi- 
sions of the Internal Revenue Code, it is 
necessary to classify gross income by source. 
The Code divides income by derivation into 
three classes, namely, (a) income which is 
derived in full from sources within the 
United States, (b) income which is derived 
in full from sources without the United States 
and (c) income which is derived partly 
from sources within and partly from sources 
without the United States.* 


Where goods are purchased or produced 
outside the United States and sold in a 
foreign country, the gross income resulting 
therefrom is from sources outside the United 
States. Where the production or acquisi- 
tion and sale take place in the United States, 
gross income is derived from sources within 
this country. Complexity arises when gross 
income is derived from the sale of personal 
property produced® in one country and 
sold in another, with the United States 
being one of the countries involved. In 
such case, the gross income must be appor- 
tioned between the two countries,” and, 
since it takes from 6 to 20 plus per cent of 
income derived from sources within the 
United States to disqualify a taxpayer (de- 
pending upon the benefit section involved), 
it can easily be seen that a domestic manu- 
facturer-foreign seller has at best a slender 
chance to secure the offered tax concessions 
even if its completely domestic business is 
not substantial. 


Income derived from the purchase and 
sale of personal property is treated as de- 
rived entirely from the country in which 
the goods are sold,” thus making it easier 
for a purchaser-seller to qualify under the 
benefit sections than a manufacturer-seller, 
who may have some of the income from 
foreign branches allocated to the United 
States. Such a domestic manufacturer can 
solve this dilemna by the segregation of 
particular foreign-branch operations in a 
new purchaser-seller subsidiary buying goods 
from the parent. This is the alternative 
pointed up for consideration in this discussion. 


The determination of where the goods 
are sold can also be an involved question. 


Usually a sale is consummated at the place 
where the seller surrenders all of his right, 
title and interest to the buyer, with the 
expressed intention of the parties controlling 
as to the moment of transfer. Where the 
seller retains bare legal title for purposes of 
security, the sale is deemed to be complete 
at the time and place of the passage of 
beneficial ownership and risk of loss to the 
buyer.” 


The expressed intent of the parties as 
to the place of sale can be disregarded 
by the Commissioner when it is suspected 
that the primary motive in the arrangement of 
the transaction is tax avoidance. In such 


instances, the government would weigh all 
of the relevant factors of the sale, including 
negotiations, execution of the agreement, 
location of the property involved, relation- 
ship of the parties and the place of payment, 
in deciding where the sale took place. 


Weapons of Commissioner 


Incorporation of particular foreign branches 
as new domestic or foreign subsidiaries 
would produce one or more controlled tax- 
payers, and the Commissioner is particularly 
sensitive to transactions between controlled 
taxpayers. Under Section 45 of the Code 
he is given power to distribute, apportion 
or allocate gross income, deductions, credits 
or allowances between related businesses, 
when he determines that such distribution, 
apportionment or allocation is necessary to 
prevent the evasion of taxes or to reflect 
clearly the income of such businesses. 


Because the Commissioner has this power, 
taxpayers must exercise care with respect 
to intercompany transactions when new 
domestic or foreign subsidiaries have been 
formed to replace branch operations. An 
example of the difficulties that may arise 
is the possible adjustment of the prices on 
intercompany sales. If the government de- 
termined that sales prices on one or more 
items purchased from the parent were un- 
reasonable and made an adjustment it 1s 
possible that the reallocation might result 
in the subsidiary being unable to satisfy 
the conditions attached to the benefits. This 
would follow if the effect were to increase 


(Continued on page 750) 
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*8 Code Sec. 119 and Regs. 111, Sec. 29.119-1. 

* As used here, ‘‘produced’’ means created, 
fabricated, extracted, manufactured, processed, 
cured or aged. (Regs. 111, Sec. 29.119-12.) 

5% Regs. 111, Sec. 29.119-12. 

51 Regs. 111, Sec. 29.119-8. 
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5G. C. M. 25131, 1947-2 CB 85. The previous 
position of the Bureau prior to 1947 was that 
the place of the making of the contract was 
controlling and that the contract was made 
where the last act required by the seller to 
complete the sale occurred. (See G. C. M. 8594, 
IX-2 CB 354.) 
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Federal Tax Problems 


OF DOMESTIC CORPORATIONS PERFORMING SERVICES OVERSEAS 


By MARTIN TUCKER 


CERTAIN TAX ADVANTAGES ARE ENJOYED BY CORPORATIONS PERFORM- 
ING SERVICES OUTSIDE OF THE UNITED STATES. THESE ADVANTAGES 
AND SOME OF THE PROBLEMS RAISED BY SECTION 116(a) OF THE IN- 
TERNAL REVENUE CODE ARE HEREIN INVESTIGATED BY THE AUTHOR 


Ts LITERATURE on the tax prob- 
lems of domestic corporations which are 
engaged in business activities outside the 
United States has been growing in recent 
years. While the problems of the corpora- 
tion which sells goods abroad have been 
extensively treated, the special problems of 
the corporation which performs services 
overseas have been considered only indi- 
rectly. This is surprising in view of the fact 
that the dollar value of services being per- 
formed abroad has increased tremendously 
in the last two years. The recent appropria- 
tion by Congress of $5,800,000,000 for a 
global military construction program’ will 
undoubtedly continue this trend, making a 
study of the tax problems of domestic cor- 
porations which perform services overseas, 
of some significance. 


A domestic corporation, whether it per- 
forms services or sells goods, is ordinarily 
subject to the United States income tax on 
all its income, whether derived from sources 
within or without the United States. In 
some instances, however, a domestic corpo- 


1See 82d Cong., 1st Sess., Ch. 434, P. L. 155 
(H. R. 4914). 

? Hearings before the Senate Finance Com- 
mittee on the Revenue Act of 1942, No. 648, 
77th Cong., 1st Sess. (1941-1942), p. 32. 

®Code Sec. 26 (i). Originally, a Western 
Hemisphere Trade Corporation was exempt 
from surtax. The Revenue Act of 1950 (Sec. 
122 (c)) revoked the exemption from surtax 
and substituted a credit against both normal 
tax and surtax. The amount of the credit has 
since varied, year by year. For the calendar 
year 1950 it was 33 per cent of normal-tax net 
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ration performing services in certain areas 


_Outside the United States may enjoy special 


tax advantages. The outstanding example 
of this is the Western Hemisphere Trade 
Corporations. 


Western Hemisphere 
Trade Corporations 


Legislation granting special tax treatment 
to Western Hemisphere Trade Corporations 
was passed in 1942 as a result of recognition 
by Congress that because of the high United 
States corporate tax rates, American corpo- 
rations trading in foreign countries within 
the Western Hemisphere were at a consid- 
erable competitive disadvantage as compared 
with corporations organized in foreign coun- 
tries.” In order to alleviate this competitive 
inequality, a Western Hemisphere Trade 
Corporation is allowed a credit, for both 
normal] tax and surtax purposes, of 27 per 
cent of normal-tax net income computed with- 
out regard to the credit.2 Though not spe- 


income (Sec. 122 (c), Revenue Act of 1950). 
For taxable years beginning after June 30, 
1950, and before April 1, 1951 (except for the 
calendar year 1951), the credit was 30 per cent 
(Sec. 202 (b) of the Excess Profits Tax Act 
of 1950 and Sec. 122 of the Revenue Act of 
1951). The latter act set the credit as follows: 
for the calendar year 1951, 28 per cent for 
taxable years beginning after March 31, 1951, 
and before April 1, 1954, 27 per cent; for the 
taxable years beginning after March 31, 1954, 
30 per cent. 
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cifically exempt by name, the provisions of 
Section 454 (f) clearly exempt a corporation 
fulfilling the requirements of a Western 
Hemisphere Trade Corporation from the 
excess profits tax.‘ Further, it is entitled to 
the credit for taxes paid to a foreign country.° 
If an affiliated group filing a consolidated re- 
turn includes one or more Western Hemis- 
phere Trade Corporations, the additional 2 
per cent tax rate for filing the consolidated 
return is applied only on the amount by 
which the consolidated surtax net income of 
the affiliated group exceeds that part of the 
consolidated corporation surtax net income 
which is attributable to the Western Hemis- 
phere Trade Corporations.’ 


Section 109 defines a Western Hemis- 
phere Trade Corporation as a “domestic 
corporation all of whose business is done 
in any country or countries in North, Central 
or South America, or the West Indies or 
Newfoundland” and which satisfies the fol- 
lowing conditions: 


(a) Of its gross income for the three- 
year period immediately preceding the close 
of the taxable year (or for such part of such 
period during which the corporation was in 
existence), 95 per cent thereof must have 
been derived from sources other than sources 
within the United States; and 


(b) Of. its gross income for such period 
or such part thereof, 90 per cent thereof 






*Code Sec. 454 (f) exempts domestic corpo- 
rations satisfying the following conditions from 
the excess profits tax: 

““(1) If 95 per centum or more of the gross 
income of such domestic corporation for the 
three-year period immediately preceding the 
close of the taxable year (or for such part of 
such period during which the corporation was 
in existence) was derived from sources other 
than sources within the United States; and 

(2) if 50 per centum or more of its gross 
income for such period was derived from the 
active conduct of a trade or business.”’ 

5 Code Sec. 131. 

® Code Sec. 141 (c). 


Mr. Tucker is a partner 
in the New York City law firm of Kreindler & Kreindler 





must have been derived from the active 
conduct of a trade or business. 


Note that the 90 per cent and 95 per cent 
requirements must be satisfied but for the 
entire three-year period, not separately for 
each year, or, if the corporation has not 
been in existence for three years, for the 
period of its existence. It is not necessary 
for the corporation to be in existence for any 
specified period of time. Thus, where a con- 
tract has been awarded for the performance 
of personal services within the specified 
geographical area, a new corporation may be 
formed to take advantage of the Western 
Hemisphere credit. Further, the Commis- 
sioner has stated that the creation of a new 
domestic corporation to carry on the West- 
ern Hemisphere business of an _ existing 
domestic corporation does not constitute 
“tax avoidance” under Section 129, even 
though the new corporation was created 
for the principal purpose of gaining the bene- 
fit of Section 109.’ 


It is also to be noted that although only 
95 per cent of the corporation’s income need 
be from sources outside the United States, 
the statute requires that all of its business 
must be done within the geographical areas 
enumerated.* However, the report of the 
Senate Finance Committee’ on this section 
of the 1942 bill states that “merely incidental 
economic contact with other countries outside 


tI. T. 3757, 1945 CB 200. 
8It is sometimes difficult to ascertain whether 
a specified country is within the geographical 
areas enumerated in Sec. 109. Thus, it has 
been held that although Bermuda is within the 
geographical limits of the Western Hemisphere, 
it is not part of ‘‘North, Central or South 
America, or the West Indies, or Newfoundland” 
for the purposes of Section 109. (I. T. 3990, 
1950-1 CB 57.) Greenland is also not within 
the geographical areas enumerated. Puerto 
Rico has been held to be a ‘‘country”’ within 
Section 109. (I. T. 3748, 1945 CB 152.) 

® Rept. No. 1631, 77th Cong., 2d Sess., Cal- 
endar No. 1683 (Sec. 142), 1942-2 CB 588. 


698 September, 1952 @e TAXES —The Tax Magazine 












OeO 


Pe eee eee) ee ee ee oe 








ctive 


cent 
- the 
r for 

not 
the 
sSary 
- any 
con- 
lance 
sified 
iy be 
stern 
imis- 
new 
Vest- 
sting 
titute 
even 
eated 
bene- 


only 

need 
tates, 
siness 
areas 
f the 
ction 
dental 
utside 





hether 
iphical 
it has 
lin the 
sphere, 

South 
dland”’ 


Puerto 
within 
., Cal- 


gazine 












such geographic sphere will not place such 
corporations outside the exempt classifica- 
tion.” 10 


Source-of-Income Problem 


The difficulty in fulfilling the requirements 
of a Western Hemisphere Trade Corpora- 
tion lies in showing that 95 per cent or more 
of the corporation’s gross income is derived 
“from sources other than sources within the 
United States.” This important phrase is 
not defined in Section 109, but the Regula- 
tions” direct that this question be deter- 
mined as provided in Section 119 and the 
regulations thereunder. Section 119 deals 
with the meaning of the term “income from 
sources within the United States” as it con- 
cerns aliens and foreign corporations, and 
Regulations Section 29.119-4 states that com- 
pensation for personal services performed 
within the United States is to be considered 
gross income from sources within the United 
States. Thus, it is clear that the place of 
performance of the personal services is the 
determinative factor. 


The difficulty arises from the fact that’ 


most domestic corporations performing serv- 
ices Overseas will of necessity maintain a 
rear-echelon office and perform some activ- 
ities within the United States. The question 
is whether these stateside activities, per- 
formed solely in connection with and in fur- 
therance of the performance of personal 
services overseas, are to be considered as 
producing income “from sources within the 
United States.” Suppose, for example, that 
a corporation’s only activity is in the per- 
formance of a construction job in a South 
American country. It sets up a rear-echelon 





1 Regs. 111, Sec. 29.109-1 would limit the 
effect of the quoted statement. The committee 
report, after making the quoted statement, cites 
an example of a corporation engaged in mining 
in South America. The mere fact that this 
corporation ships its goods to England, says 
the report, retaining title to them until accept- 
ance of the bill of lading in draft in order to 
insure collection of the price, will not deprive 
it of the exemption. The regulation leaves out 
the general statement quoted above but states 
that a corporation will not lose the exemption 
if, incidental to its business, it retains title 
in goods to insure payment for such goods 
shipped to a foreign country outside the West- 
ern Hemisphere area. Thus, the regulation 
disregards the general statement that ‘‘merely 
incidental economic contact with other countries 
outside such geographical sphere will not place 
such corporation outside the exempt classifica- 
tion’’ but merely includes the situation cited 
as an example by the committee. 

This requirement is even more difficult to 
fulfill for the corporation selling goods abroad 
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office in Florida to recruit labor, purchase 





materials, do the accounting work and per- 
form other miscellaneous functions in con- 
nection with the job. Assuming that more 
than 5 per cent of the corporation’s income 
can be attributed to these stateside activities, 
does it consequently lose its status as a 
Western Hemisphere Trade Corporation? 


Unfortunately, there is no guidance on 
this question in either the Regulations or 
the cases. It is submitted, however, that 
such incidental activities in the United States 
should not deprive a corporation of its special 
status. In the above example, all the activ- 
ities of the corporation have one purpose: 
thc completion of the construction job in the 
foreign country. The activities in the United 
States cannot, in and of themselves, produce 
any income. They are totally dependent 
on and completely incidental to the activities 
on the job site. Thus, it can be argued that 
the “place of performance” of all the activ- 
ities of this corporation is at the site of the 
job in the foreign country and that the cor- 
poration, therefore, derives 100 per cent of 
its income from sources outside the United 
States.” 


Assuming, however, that this question is 
decided against the taxpayer, the problem 
then arises as to how income is to be allo- 
cated between “United States” and “foreign” 
sources. The Regulations which govern 
the question * state that where services are 
performed partly within and partly without 
the United States, the apportionment is to 
be made “on the time basis,” that is, the 
income attributable to the United States 
would be computed as follows: The number 
of days worked in the United States should 
be divided by the total number of days 


than for the corporation performing personal 
services. The decisive factor in determining 
whether a sale of goods has produced income 
derived from sources within or without the 
United States is the ‘‘place of sale.’’ For the 
difficulties involved see Seghers, ‘‘Federal In- 
come Tax on Foreign Transactions and Foreign 
Persons,’’ TAXES—The Tax Magazine, February, 
1948, p. 108. 


122 Regs. 111, Sec. 29.109-1, last sentence. 


18 The report of the Senate Finance Committee 
(cited at footnote 9), in discussing the require- 
ment that all of the corporation’s business must 
-be done in the specified geographical areas, 
states that ‘‘merely incidental economic con- 
tact’’ with countries outside the area will not 
deprive a corporation of its Western Hemisphere 
Trade Corporation status. Similarly, it can be 
argued that ‘‘merely incidental economic con- 
tract’’ with the United States should likewise 
not deprive a corporation of the exemption. 


14 Regs. 111, Sec. 29.119-4. 
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worked within and without the United States 
and the quotient multiplied by the total income. 


Here, again, we run into trouble because 
Regulations Section 29.119-4, originally writ- 
ten to determine gross income within the 
United States for aliens, has been incorporated 
into the Western Hemisphere section” and 
does not fit too well. Clearly, a “man-hour” 
allocation would be more accurate than the 
“days worked” formula set forth in the Regu- 
lations, and an allocation based on com- 
parative payroll would seem to be the most 
sensible criterion of all. 


In any case, it behooves the aspiring West- 
ern Hemisphere Trade Corporation in such 
a situation to attempt to keep its United 
States activities well below the 5 per cent 
mark, If this cannot efficiently be done, it 
should consider the possibility of not using 
its own rear-echelon facilities but rather 
of retaining another corporation to do its 
procurement and recruiting work. In the 
latter situation, the taxpayer would not be 
performing any activities within the United 
States, and thus it could not be said that 
any of its income was derived from sources 
within the United States. 


Active Conduct 
of Trade or Business 


The requirement that 90 per cent * of the 
corporation’s gross income be derived “from 
the active conduct of a trade or business” 
is easier of fulfillment.” The difficult ques- 
tion that may arise here is whether income 
from capital gains on the sale of equipment 
constitutes income “from the active conduct 
of a trade or business.” As an illustration, 
in the example previously cited, suppose 
that the corporation sells part of its heavy 
equipment in the foreign country and that 
the income from these capital gains exceeds 
10 per cent of its total income. Does it 





15 Regs. 111, Sec. 29.109-1, direct that Section 
119 and the regulations thereunder govern the 
question of allocation of income from sources 
within and without the United States. 

1%6To obtain the excess profits tax exemption 
the corporation must show that 50 per cent or 
more of its gross income is derived from the 
active conduct of a trade or business. (See 
Code Sec. 454 (f), quoted in footnote 4.) 

17 For a general discussion of the meaning 
of the phrase ‘‘active conduct of a trade or 
business’’ which appears in Sec. 109, see Flint 
v. Stone Tracey Company et al., 220 U. S. 107 
(1911), and Abraham Spilky, Western Hemis- 
phere Trade Corporations, TAxES—The Tax 
Magazine, May, 1951, p. 388. 

18 48-1 ustc { 9303, 79 F. Supp. 987 (DC IIl.). 

1” See also Joseph Sic v. Commissioner, 49-2 
ustc { 9349, 177 F. (2d) 469 (CA-8), cert. den. 
399 U. S. 913, and Lazier v. U. S8., 48-2 ustc 








then lose its Western Hemisphere Trade 
Corporation status? 


Here, again, there is nothing in the Regu- 
lations or the cases on this specific point. 
There is a line of cases, however, inter- 
preting the phrase “attributable to the oper- 
ation of a trade or business regularly carried 
on by the taxpayer” in Section 122 (A) (5) 
which indicates that such capital gains would 
not be considered part of the active conduct 
of a trade or business. In Foreman v. Har- 
rison,* for example, the taxpayer who had 
for 20 years been engaged in the business 
of manufacturing automobile and _ trailer 
parts sold his plant at a loss. The court 
held that he could not carry back this loss, 
because the transaction was not “attributable 
to the operation of a trade or business regu- 
larly carried on by the taxpayer” as required 
by Section 122 (d) (5), inasmuch as he was 
not “in the business of selling land and build- 
ings.” ” 


Corporation Performing Services 
in United States Possession 


A corporation performing services in a 
United States possession” may enjoy an 
even greater tax advantage than a Western 


7 9402, 170 F. (2d) 521 (CA-8). It is to be 
noted that Sec. 109, which speaks of income 
“from the active conduct of a trade or busi- 
ness,’’ sets up even more stringent requirements 
than Sec. 122 (d) (5), which uses the words 
“attributable to the operation of a trade or 
business.’’ 

22 The following countries are ‘‘possessions of 
the United States’’ within the meaning of this 
section: Puerto Rico, Panama Canal Zone, 
Guam, American Samoa, Wake and the Midway 
Islands. The Philippine Islands were posses- 
sions of the United States until July 4, 1946, 
when they became a separate self-governing 
nation. (Regs. 111, Sec. 29.251-4.) Sec. 221 of 
the Revenue Act of 1950 amended Code Sec. 
251 (d) so that the term ‘‘possession of the 
United States’? does not include Puerto Rico 
so far as individual citizens of the United 
States are concerned. With respect to corpo- 
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Hemisphere Trade Corporation. Section 251 
of the Code provides that such a corporation 
which fulfills certain requirements need in- 
clude in a gross income only income from 
sources within the United States. Thus, a 
corporation which qualifies and derives all 
its income from sources outside the United 
States would have no gross income for 
normal tax, surtax or excess profits tax 
purposes. 


The requirements set forth by Section 
251 are as follows: 


(1) Of the corporation’s gross income for 
the three-year period immediately preceding 
the close of the taxable year (or for such 
part of such period immediately preceding 
the close of such taxable year as may be 
applicable), 80 per cent or more must be 
derived from sources within a United States 
possession; and 


(2) Of its gross income for such period 
(or such part thereof), 50 per cent must be 
derived from the active conduct of a trade 
or business within a United States possession. 

The first requirement again raises the 
question of source of income which we have 
previously considered in our discussion of 


Western Hemisphere Trade Corporations. 


Here, again, “place of performance” governs™ 
and we are again faced with the difficulties 
raised by the corporation’s rear-echelon ac- 
tivities. The problem of “active conduct of 
a trade or business” is also applicable here. 
The major difficulty to a corporation which 
wishes to avail itself of the benefits of Sec- 
tion 251, however, is subsection (b) which 
provides that all amounts “received within 
the United States,” whether derived from 





(Footnote 20 continued) 

rations, however, it is still a ‘‘possession of the 
United States’’ within the meaning of this sec- 
tion. It is also a ‘‘country’’ in the Western 
Hemisphere within the meaning of Sec. 109 
(see footnote 8) so that a corporation per- 
forming services in Puerto Rico may qualify 
under both sections. The Virgin Islands were 
specifically excluded from Sec. 251 for both 
individuals and corporations by Sec. 221 of the 
Revenue Act of 1950 (Code Sec. 251 (d)). 

21 Regs. 111, Sec. 29.251 (2), state that Sec. 
119 governs the question of the source of in- 
come. As was pointed out previously, this sec- 
tion and the regulations thereunder provide that 
“place of performance’’ governs the source of 
income from personal services. 

2 Quoted at footnote 4. 

*3 Code Sec. 436 (b) (1). 

* Code Sec. 251 (b). 

* United States Constitution, Art. I, Sec. 9, 
clause 5. 

76 United States Constitution, Art I, Sec. 10, 
clause 2. 

77 A typical example of a local tax which 
may be avoided is the New York City sales tax. 
Materials shipped overseas through a customs 
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sources within or without the United States, 
are to be included in gross income. Since 
a large percentage of the personal services 
performed by domestic corporations in United 
States possessions is paid for by the United 
States within this country, Section 251 (b) 
has the effect of seriously curtailing the ap- 
plication of this section. 


A Section 251 corporation which meets 
the requirements of Section 454 (j)™ is 
exempt from the excess profits tax. If not 
exempt, only its United States assets and 
liabilities are taken into account in comput- 
ing its invested-capital credit.* Unlike the 
Western Hemisphere Trade Corporation, 
the corporation doing business in a posses- 
sion is not entitled to the credit for taxes 
paid to a foreign country.” 


Tax Advantages Under Export 
Clauses of Federal Constitution 


The United States Constitution prohibits 
Congress from levying a tax or duty on “ar- 
ticles exported from any State.” * Similarly, 
the states are enjoined from “laying an im- 
post or duty on Imports or Exports” with- 
out the consent of Congress.” The effect 
of these constitutional provisions on corpo- 
rations performing services outside the United 
States is to permit them in some instances 
to avoid federal and local excise taxes on 
the materials they ship overseas.” 


Chapter 29 of the Code levies a manufac- 
turer’s excise tax on such items as automobiles, 
trucks, tractors, tires and tubes, lubri- 
cating oils and others.% A domestic corpo- 


ration which purchases such articles in the 


broker or foreign freight forwarder are exempt 
regardless of the place of passage of title, but 
the transaction is apparently taxable if the cor- 
poration ships overseas, itself, or has its seller 
ship directly overseas. (Bulletin of the special 
deputy comptroller, No. 1946-1, May 16, 1946.) 
In California, however, the exemption applies 
only to sales to ‘‘foreign purchasers for ship- 
ment abroad and delivered to a ship, airplane 
or other conveyance furnished by the  pur- 
chaser.’’ (Ruling No. 55, State Board of Equal- 
ization (Administrative Code, Sec. 2015).) This 
ruling confines the exemption to the precise 
set of facts in Richfield Oil Corporation uv. 
State Board of Equalization, 2 sr Jf 200-018, 
67 S. Ct. 156, 329 U. S. 69 (1946), mandate con- 


formed to, 176 Pac. (2d) 372, and is, in the 


opinion of the writer, unduly restrictive. See 
also Empresa Siderurgica 8S. A. wv. Merced 
County, 337 U. S. 154, 69 S. Ct. 995, 93 L. Ed. 
1276. 

28 Some of the other articles are: radios and 
components, refrigerators, firearms, electric, gas 
and oil appliances, business and store machines, 
and electric light bulbs and tubes. 
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United States for export or for shipment 
to a United States possession in connection 
with the performance of personal services 
outside the United States may avoid the 
excise tax if (1) the article is identified as 
having been sold by the manufacturer for 
export and (2) it is exported in due course.” 
The Regulations are very specific in stating 
the procedure by which these two require- 
ments may be fulfilled.” 


Federal Social Security 
and Unemployment Insurance 


Prior to the passage of the Social Security 
Act of 1950, services performed by an Ameri- 
can citizen (other than a maritime worker) 
outside the United States were considered 
exempt employment. The 1950 act added 
a provision™ including in the definition of 
covered employment, services performed 
outside the United States by a citizen of the 
United States for an American employer.” 
Thus, American citizens employed by a 
domestic corporation performing services 
overseas are covered by the act. Such em- 
ployees are not covered by federal unem- 
ployment insurance, however, since the act 
defines “employment” as services performed 


2 Regs. 46 (1940), Sec. 316.25. 

% The manufacturer must have in his posses- 
sion at the time title passes or at the time of 
shipment (whichever is prior) (a) a written 
order or contract of sale showing that the 
manufacturer is to ship the article to a foreign 
destination; or (b) where delivery by the manu- 
facturer is to be made within the United States, 
a statement from the purchaser showing that 
the article is purchased to fill existing or future 
orders for delivery to a foreign destination 
prior to use or further manufacture and prior 
to any resale except for export. Copies of the 
export documents must be delivered to the 
manufacturer within six months of the sale. 
The exemption is ‘‘limited to sales by the 
manufacturer for export and is not applicable 
in cases where sales of taxable articles are 
made from a dealer’s stock for export even 
though actually exported.’’ (Regs. 46 (1940) 
Sec. 316.25.) 

31 Sec. 201 (a), Federal Old Age and Survivor's 
Insurance Act. There is an identical provision 
in the Federal Insurance Contributions Act 
(Sec. 1426(b)). 

32 The term ‘‘American employer’ is defined 
as, inter alia, ‘‘a corporation organized under 
the laws of the United States or of any State’’ 
(Sec. 210 (e), Federal Old Age and Survivor's 
Insurance Act; Sec. 1426 (i), Federal Insurance 
Contributions Act). 

33 Secs. 1604, 1607, Federal Unemployment 
Tax Act. 

% Since this discussion will be confined to 
the application of this section to persons earn- 
ing salaries and wages which are clearly ‘‘earned 
income,’’ the meaning of that term will not be 
treated here. For an excellent discussion of this 
problem see Arnold C. Stream, Harned Income 
from Foreign Sources, TAXES—The Tax Maga- 


“within the United States” (except for cer- 
tain maritime employment).™ 


Problems Raised by Section 116(a) 


Section 116 (a) of the Code exempts from 
gross income the earned income (except 
amounts paid by the United States) received 
from sources without the United States by 
an American citizen who (1) has been a 
bona fide resident of a foreign country or 
countries for an uninterrupted period. which 
includes an entire taxable year or (2) is 
present in a foreign country or countries 
for at least 510 full days in any period of 
18 consecutive months.™ 


The domestic corporation performing serv- 
ices outside the United States is faced with 
two problems regarding the effect of Section 
116 (a) on its relations with overseas em- 
ployees: (1) the representations it may make 
with respect to federal taxes in recruiting 
American personnel for overseas service and 
(2) the necessity of withholding the United 
States income tax from the salaries of these 
employees. The difficult question in solving 
these two problems is determining who is 
a “bona fide resident of a foreign country 
or countries.” * The Regulations state that 


zine, August, 1948, p. 714. The problem of what 
constitutes earned income “received from 
sources without the United States’’ will also not 
be discussed here, since it is assumed that these 
persons are all performing services outside the 
United States and the rule is clear that the 
place of performance is the determinative fac- 
tor. (Regs. 111, Sec. 29.119-4; I. T. 2293, V-2 
CB 33; I. T. 2286, V-1 CB 52; I. T. 3199, 1938-1 
CB 209; G. C. M. 11903, XII-2 CB 94; Kollma, 
Sr., CCH Dec. 14,371, 4 TC 727 (1945) (acq. 
1945 CB 4); Muhleman v. Hoey, 42-1 ustc {| 9203, 
124 F. (2d) 414 (CCA-2). 

3% Aside from the question of ‘‘bona fide resi- 
dence,’’ there is a question as to which coun- 
tries constitute ‘‘foreign countries’’ within the 
purview of Sec. 116. This term is nowhere de- 
fined in the Code or Regulations, except that 
the regulations governing the allowance of a 
credit for taxes paid to any ‘‘foreign country” 
define this term as meaning ‘‘any foreign state 
or political subdivision thereof, or any foreign 
political entity which levies and collects in- 
come, war-profits, or excess-profits taxes.”’ 
(Regs. 111, Sec. 29.131-2.) The only ruling 
directly on the question is a special ruling 
dated November 30, 1945, in which the term 
‘foreign country’’ in Sec. 116 (a) is defined as 
including ‘‘only territory under the sovereignty 
of a government other than that of the United 
States.’’ Clearly, a possession of the United 
States is not a foreign country. (Special ruling 
cited above and cases therein cited.) An inter- 
esting question arises as to whether territory 
leased to the United States by a foreign power 
(such as certain parts of Guantanamo, Cuba, 
Bermuda and Newfoundland) is to be considered 
a ‘“‘foreign country.’’ Under the special ruling 
cited above, the answer would seem to depend 
on whether the United States, under the par- 
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that question of bona fide residence shall 
be determined in general by the application 
of the principles of the Regulations relating 
to what constitutes residence in the United 
States in the case of an alien individual.* 
Because of the subjective nature of the prob- 
lem, these latter Regulations are, of neces- 
sity, broad and general and have not been 
of much assistance in deciding the cases 
that have arisen.” 


“Overseas War Worker’’ Cases 


Before proceeding to an analysis of the 
objective factors which have been used by 
the Tax Court and the courts in determin- 
ing bona fide residence, it may be well to 
comment on a line of cases involving civilian 
war workers who served at overseas bases 
during World War II. The Downs case* 
is typical. In that case the taxpayer was 
employed by Lockheed Aircraft Corporation 
which operated an aircraft depot in Great 
Britain under a contract with the United 
States. The contract between Lockheed and 
the taxpayer stated that he was subject to 
“all civil or military laws and regulations” 


and that Lockheed would provide his main-- 


tenance. The taxpayer served overseas from 
July, 1942, to July, 1944, but was held not to 
be a bona fide resident of a foreign country 
under Section 116 (a). 


Although the writer is in full accord with 
the decision in this and the other “overseas 
war worker” cases, it is submitted that be- 
cause of the special factual circumstances 


(Footnote 35 continued) 

ticular treaty involved, has assumed sovereignty 
over the area. Art. III of the treaty whereby 
Cuba leased to the United States the area around 
Guantanamo Bay, for example, provides that 
“while the United States recognizes the ulti- 
mate sovereignty of the Republic of Cuba over 
the above described area . .. , Cuba consents 
that the United States shall exercise’’ complete 
jurisdiction and control over and within said 
areas. (See Molloy, Treaties, Conventions, In- 
ternational -Acts, Protocols and Agreements, 
Vol. 1, p. 309.) Similarly, the treaty between 
Great Britain and the United States for the 
lease of territory in Newfoundland, Bermuda, 
Jamaica, St. Lucia, Antigua and British Guiana, 
reserves by implication all sovereign rights not 
specifically granted to the United States by 
Great Britain. Under both these treaties it 
seems clear that the areas leased are ‘‘foreign 
countries’’ so far as Sec. 116 (a) is concerned. 

%6 Regs. 111, Sec. 29.116-1. 

7 Regs. 111, Sec. 29.211-2, provide that an 
alien present in the United States who is not a 
“mere transient or sojourner’’ is a resident for 
tax purposes. ‘‘Whether he is a transient is 
determined by his intentions with regard to the 
length and nature of his stay. A mere floating 
intention, indefinite as to time, to return to 
another country, is not sufficient to constitute 
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involved, their impact as precedent must be 
restricted. In each of these cases, the tax- 
payer was serving overseas temporarily be- 
cause of the war emergency. In most cases 
he was overseas only because his draft board 
had given him permission to leave the country. 
He had not brought his family with him and 
was living in barracks supplied by his em- 
ployer. His meals, some articles of clothing, 
medical services and recreational facilities 
were furnished him. He was “handled, 
controlled and restricted” * much the same 
as a soldier except that he was draft-exempt 
and was earning many times more than his 
military counterpart. Under these factual 
circumstances the courts correctly deter- 
mined that these men were not entitled to 
the exemption. As precedent, however, these 
cases should be restricted to their special 
factual circumstances.” 


Factors Determining 
Bona Fide Residence 


The most important objective factor used 
by the courts in determining bona fide resi- 
dence has been the payment of income taxes 
to the foreign country where the taxpayer 
is residing. The writer has been unable to 
find a case where a taxpayer who has paid 
such foreign tax has not been held to be a 
bona fide resident.“ On the other hand, 
practically every decision holding that the 
taxpayer is not a bona fide resident makes 
the point that he has not paid taxes to the 
foreign country. The only case in which 


him a transient. If he lives in the United States 
and has no definite intention as to his stay, he 
is aresident....”’ 

% Downs, CCH Dec. 15,431, 7 TC 1053 (1946), 
aff'd 48-1 ustc { 9159, 166 F. (2d) 504 (CCA-9), 
cert. den. 68 S. Ct. 1346. See also Massaro, CCH 
Dec. 15,721(M), 6 TCM 374 (1947); Leacock, 
CCH Dec. 16,178(M), 6 TCM 1282 (1947); Beau- 
champ, CCH Dec. 15,730(M), 6 TCM 379 (1947); 
Glasscock, CCH Dec. 16,616(M) (1948); Nes- 
land, CCH Dec. 15,444(M), 5 TCM 890 (1946); 
Johnson, CCH Dec. 15,430, 7 TC 1040 (1946); 
Love, CCH Dec. 15,627, 8 TC 400 (1947); Chapin, 
CCH Dec. 15,937, 9 TC 142 (1947). 

3% Downs, cited at footnote 38. 

In Lockhart, CCH Dec. 18,860(M), 1 TCM 
254 (1952), in which the facts were similar to 
those in the ‘‘overseas war worker’’ cases, the 
Tax Court denied the exemption to the tax- 
payer. 

“1In the following cases the taxpayer paid 


“taxes to a foreign country and was held to be 


a bona fide resident of that country: Swenson 
v. Thomas, 47-2 ustc { 9404, 164 F. (2d) 783 
(CCA-5); Audio G.° Harvey, CCH Dec. 16,231, 10 
T. C. 183 (1948). In Wood v. Glenn, 50-2 ustc 
1 9351, 92 F. Supp. 1 (DC Ky.), the taxpayer 
filed a Costa Rican income tax return, but no 
tax was due. He was held to be a bona fide 
resident of Costa Rica. 
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the taxpayer was held to be a bona fide resi- 
dent of a foreign country which levied an 
income tax, despite the fact that he did not 
pay the foreign tax, is White v. Hofferbert.* 
In that case the taxpayer was employed as 
a foreign-service officer by the International 
Telephone and Telegraph Company. He was 
assigned to Sweden during 1943 and part of 
1944, when he was transferred to Spain. He 
served in Spain until 1946. The court held 
that he was a bona fide resident for the tax- 
able years 1943, 1944 and 1945 despite the 
fact that he had not paid any tax to either 
Sweden or Spain, both of which countries 
levied an income tax. 


The great stress laid by the courts on the 
payment of foreign income taxes has been 
criticized on the ground that it is “unwar- 
ranted judicial legislation,” a criticism con- 
curred in by the writer. The only legislative 
basis for this criterion is a statement by 
Senator George during a committee hearing 
on the 1942 amendment to Section 116 (a) 
that a “non-resident American citizen who 
establishes a home, maintains his estab- 
lishment and takes on corresponding obliga- 
tions of the home in any foreign country . . 
should enjoy the exemption” (italics sup- 
plied) but that American technicians “who 
are merely temporarily away from home” 
should not.* This is an extremely weak 
basis for the establishment of such an im- 
portant criterion, especially in view of the 
fact that the subsequent testimony at the 
hearing indicates that the primary reason 
for retaining the exemption in 1942 was not 
to avoid double taxation but, rather, to place 
American citizens working abroad on an 
equal basis with citizens of foreign countries.” 
A clearer light on the intention of Congress 
with respect to the payment-of-foreign-taxes 
factor is cast by the report of the Senate 
Finance Committee on the Revenue Act of 
1951. In speaking of the need for contin- 
uing and broadening Section 116 (a), the 
report states: “This provision is intended 
both to encourage citizens to go abroad and 


42 50-1 ustc { 9197, 88 F. Supp. 457 (DC Md.). 
In Charles F. Bauldin, CCH Dec. 15,765, 8 TC 
959 (1947), the taxpayer was held to be a bona 
fide resident of Canada despite the fact that 
he had not paid the Canadian income tax, but 
this case was decided on the unusual ground 
that the taxpayer had intended to make his 
residence permanently in Canada. The Tax 
Court took pains to point out that it considered 
his nonpayment of Canadian tax the only ‘‘un- 
favorable circumstance’”’ in his case. 

43 Stream, article cited, footnote 34, at p. 720. 

4* Hearings before the Senate Committee on 
Finance on H. R. 7378, 77th Cong., 2d Sess., 
Vol. 1, p. 743. 


to place them in an equal position with citi- 
zens of other countries going abroad who 
are not taxed by their own countries.” “ 
In other words, if a United States citizen 
resides in France, the purpose of Section 
116 (a) is not to prevent the citizen’s in- 
come from being taxed by both France and 
the United States but, rather, to put him in 
an equal position with citizens of other for- 
eign countries who are residing in France 
and who are not taxed by their home coun- 
tries. Thus, the fact that the United. States 
citizen does not pay the French income 
tax is relevant but should not be conclusive 
or controlling. It is only “one of the many 
factors constituting the whole evidence in 
the case.” “ 

Another objective factor used by the Tax 
Court and the courts in determining bona fide 
residence is the type of job held by the tax- 
payer. Although this factor is never once 
mentioned in the cases, the decisions indicate 
clearly that the professional, executive or 
administrative employee stands a much bet- 
ter chance of being granted the exemption 
than the manual laborer or the _ skilled 
mechanic. Thus, the exemption has been 
granted to a foreign service officer and vice- 
president of International Telephone and Tele- 
graph Company,” a vice-president and proj- 
ect manager of a construction company,” a 
chief expediter on a construction project,” 
a geophysicist ™ and a mechanical and elec- 
trical engineer engaged in a geophysical 
exploration.” There are no cases where the 
exemption has been granted by the Tax Court 
or the courts to an employee not in the 
executive, professional or administrative classi- 
fications. It is submitted that this discrimi- 
nation in favor of these types of employees 
is arbitrary and has no legislative basis 
whatsoever. 


A third factor used to determine bona 
fide residence is the extent to which the tax- 
payer has sunk his roots and participated 
in the community life of the place where 
he is claiming bona fide residence. This is 


% Hearings cited, footnote 44, at pp. 743-775. 

4#9U.S. Cong. Serv. 3144 (1951). 

41 White v. Hofferbert, cited at footnote 42. 

% White v. Hofferbert, cited at footnote 42. 

# Wood v. Glenn, cited at footnote 41. 

5° Charles F. Bauldin, cited at footnote 42. 

51 Swenson v. Thomas, 47-2 ustc J 9404, 164 F. 
(2d) 783 (CCA-5). 

5S: Audio G. Harvey, CCH Dec. 16,231, 10 TC 
183 (1948). In J. Kenneth Hull, CCH Dec. 
16,492(M), 7 TCM 403 (1948), the taxpayer, the 
assistant general manager of an aircraft depot, 
was denied the exemption, but this case is one 
of the line of ‘‘overseas war worker’’ cases dis- 
cussed above. 
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most clearly illustrated by Wood v. Glenn®™ 
in which the taxpayer was manager of a 
project for the construction of a road in 
Costa Rica. In holding that he was entitled 
to the exemption, the court took pains to 
point out that the taxpayer had rented a 
home, established charge accounts at the 
local stores, and that his wife had been active 
in the local women’s club, garden club and 
other community activities. 


The 510-Day Provision 


The 510-day provision was added by the 
Revenue Act of 1951.% Congress, recognizing 
the difficulties that taxpayers had experienced 
in qualifying as bona fide residents,” set 
up an alternative criterion which could 
be calculated arithmetically.* No regula- 
tions have been issued yet, but the stat- 
ute appears to be quite clear. If between 
July 1, 1950, and December 31, 1951 (a period 
of 549 calendar days), for example, a United 
States citizen was physically present in a 
foreign country or countries for at least 510 
full days, he can exclude from gross income 
all income earned from sources without the 
United States during 1951. If he is physically 
present in a foreign country from May 1, 1951, 
to August 31, 1953, he is entitled to the ex- 
emption not only for the taxable year 1952 
but also for the period from May 1 to De- 
cember 31, 1951, and from January 1 to 
August 31, 1953. 


It is to be noted that the statute requires 
that the taxpayer be “present in a foreign 
country or countries.” It would thus seem 
that days spent in transit between countries 
cannot be counted in fulfilling the 510-day 





53 Cited at footnote 49. 

54 Sec. 321 (C), Revenue Act of 1951. 

5 The 1951 amendments to Sec. 116 (a) were 
proposed by the Senate and accepted with only 
a clerical amendment by the House confereees. 
(Conference Report on the Revenue Act of 1951, 
9 U. S. Cong. Serv. 3253 (1951).) The report of 
the Senate Finance Committee cited as one of 
the defects in Sec. 116 (a) the fact that ‘‘the 
term ‘bona fide resident abroad’ has been con- 
strued quite strictly with the result that many 
persons who have gone abroad to work even for 
a relatively long period of time have been un- 
able to meet the test of a ‘bona fide resident’ 
of a foreign country. Sometimes this has oc- 
curred because the nature of the individual’s 
work is such as to make it difficult to establish 
a ‘residence’ in the more widely accepted use 
of the term. On other occasions it has resulted 
from the fact that individuals have gone abroad 
only for a stated period of time. Examples of 
this are managers, technicians and skilled work- 
men who are induced to go abroad for periods 
of 18 to 36 months to complete specific projects. 
Your Committee believes in accord with the 
Point 4 Program, that it is particularly desira- 
ble to encourage men with technical knowledge 
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requirement. Further, the statute requires 
510 full days, so that a day spent partly in 
transit and partly in a foreign country like- 
wise cannot be counted. An _ interesting 
question has been raised as to whether a 
“full day” is measured from midnight to 
midnight or can consist of any 24-hour pe- 
riod beginning with the taxpayer’s arrival 
in the foreign country. Since the statute 
concerns itself with the taxpayer’s physical 
presence, it appears to the writer that the 
“full day” should be measured beginning 
with his arrival in the foreign country. 


Necessity of Withholding 


A citizen of the United States who enjoys 
the exemption and whose annual income 
from other sources is less than $600 need 
not file a return.” As a result, domestic 
corporations performing services in foreign 
countries are subjected to a considerable 
amount of pressure from their overseas em- 
ployees not to withhold any federal income tax. 

The Regulations ® (which do not yet re- 
flect the important changes made by the 
Revenue Act of 1951) state that the employer 


_ need not withhold “if it is reasonable to 


believe” that the employee will qualify as 
a bona fide resident of a foreign country. 
Such reasonable belief may be based on any 
evidence “reasonably sufficient to induce 
such belief even though such evidence might 
be insufficient, upon closer examination by 
the Commissioner or the Courts, finally to 
establish such bona fide residence . .. .” 
If the employee files with the employer a 
Statement with respect to his residence, in 
form as set out in the Regulations, the em- 





to go abroad. As a result your Committee has 
added a paragraph to Section 116 (a) of the 
Code providing that income earned abroad by 
a citizen of the United States who is present 
in a foreign country or countries for 17 out of 
18 consecutive months is to be excluded from 
income, and that deductions chargeable to such 
income will be disallowed in computing his 
Federal income tax.’’ (Report of the Senate 
Finance Committee on the Revenue Act of 1951, 
9 U.S. Cong. Serv. 3144 (1951).) 

56 Actually, the 510-day provision is a modifi- 
cation of the old concept of physical absence 
from the United States. Prior to the 1942 
amendment, a taxpayer could qualify for the 
exemption by showing that he had been phys- 
ically absent from the United States for more 
than six months during the taxable year. For 
the background and early legislative history of 
Sec. 116 (a), see Commissioner v. Swent, 46-1 
ustc { 9266, 155 F. (2d) 513 (CCA-4), cert. den. 
329 U. S. 801 (1947); White v. Hofferbert, cited 
at footnote 42; Stream, Harned Income from 
Foreign Sources, work cited, footnote 34, at pp. 
717-718. 

577. T. 2286, V-1 CB 52. 

58 Regs. 116, Sec. 405.102 (b) (2). 


ployer may “presume” that the employee will 
be a bona fide resident for that calendar year.” 

The fact that the Regulations do not yet 
reflect the changes made by the Revenue 
Act of 1951 leaves unanswered a difficult 
question, Suppose an employee arrives in a 
foreign country on May 1, 1952, and soon 
after arrival files with the employer the 
statement required by the Regulations. The 
employer knows that by June 15, 1953 (the 
due date of the employee’s 1952 tax return”), 
he will not have yet qualified for the exemp- 
tion and will thus be liable for the tax on 
all his wages earned on the foreign job dur- 
ing 1951. Of course, if the employee remains 
in the foreign country through September, 
1953, he will qualify under the 510-day pro- 
vision and be entitled to a refund of the tax 
paid on his wages earned between May 1 and 
December 31, 1952. Under these circum- 


stances, when the employee files his state- 
ment under the Regulations in May, 1952, 
may the employer safely not withhold the tax? 

This question cannot be answered defi- 
nitely until the new regulations are issued. 


BIG BUSINESS SUPPORTS BIG GOVERNMENT 


“‘Big Business’ now devotes a major 
portion of its income to the support of 
‘big government’. The modern corpora- 
tion has become an agency to marshal 
men and money not only for the mass 
production of goods, but also for the 
mass collection of taxes. Last year the 
100 largest industrial organizations each 
paid an average of $67 million in federal 
income and excess profits taxes, and $42 
million in other federal, state, local, and 





5° In the statement the employee must set 
forth the following: 

“*(i) that he was living on January ist of the 
current calendar year in a foreign country 
(name the country) and expects to live in such 
foreign country or in some other foreign coun- 
try (mame the country) during the entire cal- 
endar year; 

“‘(ii) that the purpose of business requiring 
his presence in the foreign country or countries 
is such that an extended stay or a stay of in- 
definite duration will be necessary for its ac- 
complishment; 

‘‘(iii) that he understands that any exemption 
from withholding of tax permitted by reason 
of the filing of such statement is not a deter- 
mination by the Commissioner of Internal Rev- 
enue that he is exempt from tax under section 
116 (a), Internal Revenue Code; 

‘*(iv) all the facts with respect to such foreign 
service, including: 

‘*(A) his name and last address (in the United 
States) and the collection district in which his 
last income tax return was filed; 

‘*“(B) nature of the services to be rendered 
during the calendar year and rate of compen- 
sation; 
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The statute, as amended in 1951, permits 
an employer not to withhold “if at the time 
of the payment of such remuneration . 

it is reasonable to believe that such remu- 
neration will be excluded from gross income” 
under either the bona-fide-resident or the 
510-day provision of Section 116 (a).” 

The answer to the above question turns 
on whether this means that it must be rea- 
sonable to believe that the employee will 
be exempt in the year in which the tax 
must be withheld or whether it is sufficient 
that the employer reasonably believe that 
the employee will eventually become exempt 
for that year. 

It is submitted that since the test is one 
of reasonableness and since the Regulations 
presently in force entitle the employer to rely 
on the employee’s written statement, in the 
absence of information tending to show that 
the employee will return to the United 
States before he has qualified, the employer 
should be permitted to presume that the 
employee will eventually qualify for the 
exemption. [The End] 


foreign government taxes. Their total 
direct tax bill of $109 million took 67 
per cent of the balance before taxes. 
Such taxes were at the rate of about 
14 cents for every dollar of sales. They 
amounted to nearly two-thirds of total 
payrolls, and to nearly four times the 
dividends paid to shareholders.”—National 
City Bank Letter, June, 1952, as reported 
in Tax Economics Bulletin. 





“(C) terms of the agreement with the em- 
ployer with respect to such foreign services, 
particularly whether or not such services are 
to be rendered for any specified period of time; 

“(D) his marital status; if married, whether 
his immediate family will live with him in the 
foreign country during the period of his foreign 
service.’’ : 

The statement can be brought up to date with 
the changes made by the Revenue Act of 1951 by 
adding a paragraph stating that the employee 
expects to be present in the foreign country 
(or other foreign countries) for at least 510 full 
days during a period of 18 consecutive months. 

The employer must transmit this statement 
to the collector with Form 941 (employer’s quar- 
terly federal tax return). 

6 Regs. 111, Sec. 29.53-3, grant to ‘‘American 
citizens residing or traveling abroad, individual 
persons in military or naval service on duty out- 
side the United States’’ an extension of time to 
file a return until the fifteenth day of the sixth 
month following the close of the taxable year. 

61 Code Sec. 1621 (a) (8) (A). The employer 
must also not withhold the United States tax 
if he is required by law to withhold a foreign 
income tax from the employee’s wages. 
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Taxation of American Income 
and American Business in Germany 


By ERNEST C. STEEFEL, Member, 
New York and German Bars 


THE AUTHOR, IN COOPERATION WITH DR. HUBERT WITTE, MEMBER 
OF THE GERMAN BAR, DISCUSSES THE PRESENT AND PROPOSED TAXES 
LEVIED ON AMERICAN CITIZENS AND CORPORATIONS IN GERMANY 


RIOR to the outbreak of World War II 
4 the United States and Germany had no 
tax treaty. Informal arrangement for the 
avoidance of double taxation existed only 
for the income of shipping companies. 


Treaties for the avoidance of double tax-. 


ation had been concluded by Germany with 
Austria, Czechoslovakia, Denmark, Danzig, 
Finland, France, Italy, Poland, Roumania, 
Sweden, Switzerland, Hungary and Russia. 
All these treaties became obsolete when 
Germany collapsed. 


Lately, Germany has entered into new 
tax treaties with Switzerland, Austria and 
Sweden. Negotiations to the same end are 
currently being conducted with Great Brit- 
ain and France. 

Both American and German shipping in- 
terests have suggested that the old pro- 
visions be reinstated. At the present time, 
however, official negotiations are neither 


pending nor planned between the two 
countries. 


Taxation of American Income 
in Germany 


The legal basis for the taxation of Ameri- 
can income in Germany is furnished by 
Section 1 of the German income tax law 
and the German corporation tax law. 


In determining what income is subject 
to taxation in Germany, the domicile or 
residence of the taxpayer, and not his citi- 


zenship, is controlling under the German 
income tax law. 


Persons and corporations who have 
neither domicile nor residence in Germany 


Taxation in Germany 


are subject to so-called limited taxability, 
that is, they must pay tax solely on income 
derived from sources within Germany. As 
a rule, American citizens will be subject 
to such limited taxability. Their tax status 
will be different if, for business or other 
reasons, they establish a German residence. 
In this case, they become subject to so- 
called unlimited taxability and must pay tax 
not only on income derived from sources 
within Germany but on their total income, 
including that derived from sources without 
Germany. However, the Finance Ministry 
has authority to fix a lump-sum tax for 
persons who move to Germany and thereby 
become subject to unlimited taxation. The 
department may do so for a period of up 
to ten years after establishment of the Ger- 
man residence. This provision is intended 
to attract foreigners who are able and will- 
ing to make investments. 


A residence within the meaning of Sec- 
tion 1 of the German income tax law is 
not established by a transitory stay, such 
as an occasional business trip to Germany. 
A transitory stay which is extended to ex- 
ceed six months takes on, automatically, the 
character of a permanent stay and makes 
the individual a resident of Germany, there- 
by subjecting him to unlimited taxation as 
of the time of his arrival. If an individual 


_intends to stay in Germany for a longer 


period, the six-month period is not ex- 
tended on account of his temporarily leav- 
ing German territory, provided that he has 
the intention of returning to Germany. 
Unlimited and limited taxability within the 
same taxable period are said to coincide in 
two cases: first, if a United States citizen 
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who is subject to unlimited taxation in 
Germany returns to the United States and 
reestablishes an American residence within 
the same calendar year and, second, if a 
United States citizen who, as yet, has 
resided outside of Germany and has there- 
fore been subject to only limited taxation 
moves to Germany within the calendar 
year and thereby becomes subject to un- 
limited taxation. 


In such cases, income during the period 
of unlimited taxability is assessed separately 
from income during the period of limited 
taxability. Also, the profits of a business 
during such year are not compounded but 
are, according to estimate, allocated to the 
two periods without putting the tax on a 
yearly basis. . 

The question of whether or not a tax- 
payer is a United States citizen will not be 
raised in Germany until the two countries 
conclude a treaty for the avoidance of double 
taxation. Naturally, such treaty would give 
preferred status only to citizens of the con- 
tracting countries. 


There are some exceptions to the princi- 
ples laid down in Section 1 of the German 
income tax law: 


(1) Under the law of the occupying pow- 
ers, the following groups of United States 
citizens are exempt from either unlimited 
or limited taxation even though they have 
a German residence: 


(a) members of the Armed Forces of 
the United States in Germany; 


(b) personnel of these Armed Forces; 

(c) members of certain welfare organi- 
zations recognized by the United Nations 
(Red Cross, IRO, Cralog, CARE); 


(d) American personnel of these welfare 
organizations. 


With respect to persons falling within 
categories (b) and (d), the tax exemption 
applies only to the compensation received 
by them for services rendered to these 
organizations but not to other income. 


(2) Another exception to the general 
principle laid down in Section 1 of the in- 
come tax law is provided in Section 9 of 
the German law for the adaptation of taxes. 
This section exempts from income tax those 
persons who are entitled to that privilege 
either under the general principles of 
international law on a reciprocal basis or 
pursuant to a special treaty with another 
country. 


(a) The heads and members of the diplo- 
matic missions accredited by the United 
States to the West German Federal Re- 
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public are considered extraterritorial under 
the general principles of international law. 
Though they have a German residence, they 
are subject only to limited taxation. The tax 
privilege extends to all persons belonging 
to the official personnel of the diplomatic 
mission, without regard to citizenship. Per- 
sons in the personal employ of the mission 
or of its members are also entitled to this 
privilege if they are United States citizens. 


(b) Career consuls and the employees of 
career consuls are not extraterritorial and 
are not entitled to tax privileges under 
the general principles of international law. 
Nevertheless, the German government has, 
for the time being, exempted them from 
taxation to the same extent as diplomatic 
missions. It has done so with the expectation 
that the United States will extend the same 
tax privileges to German career consuls and 
their employees in the United States. Office 
personnel of the career consuls must be 
United States citizens in order to come 
within scope of the tax exemption. 

The subject of taxation of diplomatic 
missions and career consuls of the United 
States in Germany is regulated in detail by 
a German administrative regulation, dated 
October 13, 1950, concerning foreign diplo- 
matic missions and career consuls in the 
West German Federal Republic. 

(3) Section 14, paragraph 3, of the Ger- 
man law for the adaptation of taxes makes 
taxable, without limitation to German in- 
come, all owners and executives of a Ger- 
man enterprise (any enterprise having its 
management or its domicile in Germany), 
even if such owners or’ executives have 
neither domicile nor residence in Germany. 
Thus, the provision establishes a general 
rule that these owners and executives must 
pay German income tax on their entire in- 
come, including that derived from sources 
without Germany. They are treated as if 
they had a German domicile or residence. 
The same applies to the members of the 
board of directors of a German corporation 
if they actively participate in the manage- 
ment of the enterprise. To constitute such 
participation in management it is sufficient 
that they temporarily perform the duties of 
an absent corporate officer, even if such 
activity is confined to a single transaction. 

Accordingly, United States citizens who 
are owners, executives or members of the 
board of directors of a German enterprise 
are subject to double taxation, not only of 
income derived from sources within Ger- 
many but also of all of their income. Even 
their income derived from sources without 
Germany is being taxed by both countries. 
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In most cases, the interest of United States 
citizens in German enterprises is an “influ- 
ential” one within the meaning of said statu- 
tory provision. “Ownership of a German 
enterprise” is interpreted not in a technical, 
legal sense but in an economic sense. Any 
United States citizen who, on account of 
his capital investment, has a certain con- 
trolling influence upon the enterprise, meets 
the statutory requirement of ownership. 


Section 14, paragraph 3, of the German 
law for the adaptation of taxes is a leftover 
of Nazism and can be explained only by 
its economic philosophy. By enacting that 
provision, the Nazis intended to eliminate 
any controlling influence of foreigners and 
émigrés. 

Oddly enough, this provision is still in 
effect even though it does not make any 
sense under present circumstances. A coun- 
try as much in need of capital as today’s 
Germany simply cannot afford to deter, 
with such antiforeign measures, non-Ger- 
mans from making capital available to the 
German economy. Moreover, the applica- 
tion of this provision is apt to do great 
harm to the German economy by causing 


émigrés, who reside in the United States . 


and are entitled to restitution, to liquidate 
and withdraw their German assets. 


The continued existence of the provision 
can be explained, in the opinion of anybody 
familiar with present conditions in Ger- 
many, only by the fact that the legislature 
is so very slow and handicapped in many 
ways. German lawyers and economists 
have repeatedly suggested the repeal of the 
provision in the interest of reconstructing 
German economy. 

The German Treasury Department seems 
to realize the impossibility of retaining the 
provision indefinitely. The department plans 
to have the provision stricken whenever 
the law is rewritten. It is an open question, 
however, when this can be expected. 

In practice, the tax authorities have been 
willing to refrain from applying the pro- 
vision whenever the investment of foreign 
capital appears to be in the interest of the 
German economy. 


Types of Income Taxable 
in Case of Limited Taxability 

In case of limited taxability, Germany 
taxes only the following sources of income: 


(1) income from a farm or forest oper- 
ated in Germany (a farm or forest is con- 
sidered to be operated in Germany if the 
land is entered in a German title register) ; 


Taxation in Germany 





(2) income from a trade or _ business 
which maintains an establishment in Ger- 
many or which has appointed a representa- 
tive in Germany. 

In this case the tax is levied not on the 
total income of the foreign enterprise but 
only on the income derived from the Ger- 
man establishment. 


The term “establishment” (‘“Betriebs- 
staette”) means any fixed local installation 
or structure which is utilized for the oper- 
ation of a stationary trade or business. 
Thus, the term includes the place where the 
center of management is located, branches, 
workshops and factories, and construction 
projects having an actual or prospective 
duration of more than 12 months. This 
includes American projects involving the 
erection of structures. For example, if an 
American company assembles and mounts 
machines in Germany and the project takes 
more than 12 months, the company is 
considered as having an establishment in 
Germany. 


The term “establishment” applies also to 
offices, places maintained for the purchase 
or sale of goods, and stocks of merchandise. 
The peculiar situation which today exists 
in Germany, with regard to foreign ex- 
change, has caused many American compa- 
nies to maintain stocks of goods—so-called 
consignments—with German consignees or 
agents. These stocks then are being used 
by the American companies for the delivery 
of their goods. In general, this involves 
imports to Germany. 

It is being disputed whether such a con- 
signed stock of goods should or should not 
be treated as an establishment so as to 
subject the American importer to limited 
taxation. This question is still an open 
one. In most cases these stocks have been 
treated as establishments and the Germans 
been given the legal status of consignees 
or agents solely for the reason that no 
other way is left open by current regu- 
lations relating to the import of goods 
and the purchase of foreign exchange. The 
persons now acting as consignees or agents 
would trade as importers for their own 
account and risk if the foreign exchange 
needed for that purpose were available in 
Germany. The practice of establishing such 
‘consigned stocks of goods is often a revival 
of old business connections between these 
Germans and their former American corre- 
spondents. By this method, the Germans 
are attempting to regain import trade. To 
treat the consigned stocks of goods as 
establishments would mean to subject the 


709 


American exporters to limited taxation, 
with the possible result of an immediate 
liquidation of the stocks. This certainly 
would be against the best interests of the 
German economy. In many cases German 
tax officials, after negotiations, have been 
willing to take these economic factors into 
consideration and have refrained from treat- 
ing the consigned stocks of goods as estab- 
lishments if certain prerequisites could be 
shown, namely, the following: 


(a) The German consignee or agent is 
engaged in an independent trade or business; 


(b) The deals made by the German con- 
signee or agent from the consigned stock 
of goods are in reality transactions for his 
own account, since only a fixed amount 
must be remitted to the American importer 
and all proceeds over and above that 
amount belong to the German who, in this 
way, makes the same profits as any inde- 
pendent importer; 


(c) The payments are made through 
channels provided for this purpose; 

(d) The German would do business as 
an independent importer under ordinary 
circumstances, that is, if there was no short- 
age of foreign exchange. 


(3) Income from independent work which 
is either performed or utilized in Germany. 


The work is performed in Germany if 
the taxable person was in Germany while 
doing the work. The work is utilized in 
Germany if he has not himself done the 
work in Germany but if it is intended to 
be of direct service to the German economy, 
as exemplified by the works of foreign 
authors which are published in Germany. 
Also within this category falls the activity 
of an American who is a member of the 
board of directors of a German enterprise. 
However, if the member of the board of 
directors takes a substantial part in the 
management of the German enterprise, the 
law subjects him to unlimited taxability (as 
discussed above). 

(4) Income from services (other than 
independent work) performed or utilized in 
Germany. 

(5) Income from capital assets. 

This includes dividends distributed by a 
corporation, profits received by a sleeping 
partner and income from debts which are 
secured by a mortgage on real property in 
Germany or on a right treated as realty. 
Also subject to limited taxation are veiled 
profit distributions by German corporations. 
Interest paid on bank accounts is tax free 
for nonresidents. 
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(6) Income from leasehold property. 

(7) Annuities and other recurrent receipts. 

(8) Speculative profits, to the extent that 
they are received from speculative deals in 
real property or rights treated as realty. 

Transactions which, in the United States, 
would fall under the category of capital 
gains are tax exempt in Germany if the 
assets have been kept for more than a year 
in the hands of the taxpayer. 


Tax Rates 


On the average, tax rates on the income 
of individuals are higher in Germany than 
in the United States. However, the Dra- 
conian rates introduced in 1946 by the 
Allied Control Council laws have been miti- 
gated to such an extent that today income 
in the higher brackets in Germany is taxed 
lower than in the United States. 


Corporate income is subject to a uniform 
rate of 60 per cent (last year, 50 per cent). 
The most important innovation of the 1952 
German Internal Revenue Act is the pro- 
vision that for income from businesses other 
than corporations all taxpayers can request 
to be taxed at the uniform rate on corpo- 
rate income, namely, 60 per cent, provided 
that they adhere to such uniform assess- 
ment for the next three years. Foreigners 
and foreign branches in Germany are en- 
titled to the same privileges. 

If, as a result of special arrangements 
between the foreign firm or corporation and 
his German organization, the net profits 
derived in Germany have been artificially 
reduced and are obviously out of propor- 
tion to those obtained by similar German 
businesses, the taxing authority may levy a 
tax based on the average earnings of similar 
German businesses or based on the usual 
interest return on the capital invested in 
the German business. 

There is one loophole in the German tax 
system which benefits foreigners. Income 
from capital sources, provided it is regular 
income such as rents, dividends and inter- 
est, is subject to a uniform tax of 25 per 
cent if withheld at the source. The tax 
rate applies to foreigners only and is fixed 
regardless of the amount of the income in 
Germany, provided it is income from capital 
sources. Income from business enterprises 
in which the taxpayer is a silent partner is 
also treated as capital income. Under those 
circumstances, it might be advantageous to 
choose such corporate and business struc- 
tures which take into consideration the spe- 
cial situation created for nonresidents under 
the German tax system. 
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Regardless of the business organization 
and regardless of whether corporate or indi- 
vidual income taxes are in question, the 
foreigner in Germany or the foreign enter- 
prise in Germany may apply for a flat tax 
rate to be negotiated with the finance au- 
thorities. This is permissible under Section 
50, subsection 5, of the German income tax 
law and the corresponding provisions in the 
German corporation tax law. These pro- 
visions authorize the local agencies of the 
land (state) finance ministry (not the cen- 
tral federal Treasury of the Bund at Bonn) 
in which the business enterprise has its 
office or the individual his residence, to 
abate wholly or in part the tax payable by 
persons subject to limited taxation or to 
assess a lump sum wherever such abate- 
ment or assessment appears to be in the 
interest of the German economy. In major 
cases, the president of the regional office 
of the land finance ministry has to approve 
the proposed settlement, and he, in turn, 
must obtain the approval of the finance 
minister of the land if the amount involved 
is unusually high. In practice, the finance 
ministry is rather generous in allowing such 
tax settlements, provided the enterprise is 


investing new funds in Germany or is con-— 


tributing to the export of German products 
or is otherwise procuring foreign exchange 
for the German economy. Also, for special 
industries or for special regions where un- 
employment is prevalent, such tax settle- 
ments are favored by the German authorities 
as a promotion for trade and for the 
establishment of new enterprises. Gener- 
ally, those settlements are concluded for 
the duration of three or five years and pro- 
vide for flat rates ranging from 25 to 40 
per cent of the net profit, thereby reducing 
the normal rates considerably. In other 
cases, the normal tax applicable has been 
reduced by 25 to 30 per cent or 50 per cent, 
as the case may be. In all cases, detailed 
information has to be submitted, and the 
negotiations leading to such tax settlement 
should be properly prepared. Precedents 
and the tax and economic structures of 
present Germany should be taken into 
consideration. 

Such settlements may be negotiated not 
only for new enterprises to be established 
in Germany, but for already-established 
enterprises, for individuals, or for par- 
ticipations in already-established German 
enterprises. Composite agreements are pos- 
sible for taxpayers with double residence 
in Germany and abroad. The consequences 
resulting from such shifts of residence with 
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regard to German foreign exchange control 
to which the taxpayer is subject, should 
not be overlooked. 


Taxes Other Than Income and 
Corporation Taxes 


(1) The property tax (Vermoegenssteuer ) 
is collected from residents and domestic 
corporations. They are taxed on all prop- 
erty of whatever nature, irrespective of 
its location. Foreign individuals and corpo- 
rations are taxed only on real and personal 
property used for business purposes and 
located within Germany. Therefore, no 
property tax is payable by foreigners on 
securities, objects of art, cash, motor cars, 
furniture and other movables acquired in 
Germany for private and not for business 
purposes, although German residents are 
required to pay this tax on all property, 
including property located and taxed abroad. 


The present rate is 34 per cent annually. 
This tax is not deductible when computing 
income subject to the income tax. 


(2) Business enterprises are subject to 
the business tax (Gewerbesteuer), which is 
imposed on profits at the average rate of 
12 per cent and on net worth at the rate 
of % per cent. In contrast to the property 
tax, the business tax is a deductible item 
from the income or corporation tax. The 
rates differ from municipality to municipality. 

(3) The turnover tax (Umsatzsteuer) is 
levied on the gross amounts received from 
the sale of goods effected or services per- 
formed in Germany. The rate is 3 per cent. 

It should be noted, as in the case of 
income taxes, that lump-sum arrangements 
are permissible for taxpayers subject to 
limited taxation. However, the turnover 
tax is levied as a federal tax, not as a state 
(Laender) tax. Therefore, negotiations 
leading to a lump-sum tax settlement must 
be conducted with the Bonn authorities, not 
with the local Laender authorities. 


(4) The most formidable tax of the fu- 
ture will be the equalization-of-burden levy 
(Lastenausgleich). The law on the Lasten- 
ausgleich has as yet not been passed by 
Parliament. While its contents are more 
or less defined, its applicability to foreign- 
ers and foreign enterprises in Germany is 
‘still debated. In view of the present politi- 
cal situation, it can hardly be expected that 
the exemption for foreigners, as it was 
originally requested, will be accepted by the 
federal government without qualification. 
Special consideration for Allied war-restored 
properties might be given. 
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The following different levies will be 
raised under the bill: 


(a) capital levy (Vermoegensabgabe) ; 

(b) supplementary property tax (Erga- 

enzende Vermoegenssteuer) ; 

(c) mortgage levy (Hypothekengewin- 

nabgabe); 

(d) debenture levy (Obligationengewin- 

nabgabe); 

(e) levy on net currency-reform profits 

(Kredit gewinnabgabe); 

(f) levy on inventories (Sonderabgabe 

vom Vorratsvermoegen). 

(a) Capital Levy.—All individuals or 
corporations are liable to pay the capital 
tax, which will be raised on the net equity 
as of June 21, 1948, with the exception of 


the book values of trade and other invest- 
ments. 


The levy amounts to 50 per cent of the 
net equity. It will be raised in equal 
annual amounts which include redemption 
and interest. As far as corporations are 
concerned, the total annual payment will 
amount to 6 per cent of the net equity pay- 
able over a period of 30 years. 

No allowance will be made for war dam- 
ages in respect to companies having a net 
equity over and above D-Marks 150,000. 

The first capital-levy installment will be- 
come due after the passing of the law; the 
remainder is payable in 111 equal quarterly 
installments ending March 31, 1979. 

The quarterly payments may be deducted 
for the purposes of computing corporation 
income tax. They are not deductible for 
the computation-of-trade tax (Gewerbeert- 
ragsteuer). 

(b) Supplementary Property Tax.—The 
supplementary property tax will be levied 
at the rate of 1 per cent of the taxable net 
worth for the period January 1, 1953, to 
December 31, 1978. The amounts payable 
are deductible for the purposes of comput- 
ing the corporation income tax; they are not 
deductible when computing the trade tax. 


In respect to the calendar years 1951 and 
1952, an interim charge (Uebergangsabgabe) 


of 2 per cent of the taxable net worth will 
be imposed. 


(c) Mortgage Levy.—The currency-reform 
laws provided that mortgages payable in 
R-Marks were to be converted into D-Marks 
at the ratio of 10 to 1. The remaining 90 
per cent were not considered to be a con- 
version profit. It has now been stipulated 
that the difference of 90 per cent has to 
be paid as a mortgage levy. The liability 
to pay the levy is deemed to have arisen 
as of the effective date of the currency 
conversion. 


(d) Debenture Levy.—Debentures were 
converted into D-Marks at the ratio of 10 
to 1. It has now been stipulated that the 
difference of 90 per cent must be paid un- 
der the law of equalization of burden. The 
liability to pay the levy is deemed to have 
arisen as of the effective date of the cur- 
rency conversion. 


(e) Levy on Net Currency Reform Profits. 
—This levy is identical with the excess of 
conversion profits over conversion losses 
sustained in the course of the currency re- 
form of receivables and liabilities. Inasmuch 
as a mortgage levy or a debenture levy has 
been raised, the conversion profits are to 
be reduced by these two elements. 


Losses on conversion are represented by 
the excess of R-Marks over D-Marks of 
balances of cash on hand, cash. in banks, 
checks, and notes and accounts receivable 
as of June 20-21, 1948. 


The liability to pay the levy is deemed 
to have arisen as of the effective date of 
the currency conversion. - 


(f{) Levy on Inventories. — This special 
levy had to be paid in accordance with 
paragraph 18 of the “emergency law.” It 
represented 4 per cent of the stocks on 
hand as of June 21, 1948, and had to be 
paid prior to January 1, 1951. 

As can be seen from the foregoing, the 
Lastenausgleich is not a concern for Ameri- 
cans considering new investments in Ger- 
many, but may well become a major headache 
for those who were in business in Germany 
on the day when its currency was stabilized, 


June 22, 1948. [The End] 


“No tax law will ever cover all the ground which must be covered by 
individual consciences. Goodness does not consist merely in not breaking 
the law.''—Robert N. Miller, as quoted in Tax Policy, November, 1951. 
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THE AUTHOR DISCUSSES 


®@ The system of taxing nonresidents. 


® Its application to nonresident 
alien inventors. 


@ Myers, Wodehouse and Bloch 
cases. 


® The implications of the Revenue 
Act of 1950 for nonresident 
aliens. 


Protecting the foreign inventor. 


yg w high industrial level of the United 
States and the purchasing power of its 
population attract foreign inventions from 
every corner of the globe. Yet, unless there 
is a treaty affording protection against 
double taxation, it is more than likely that 
after withholding of United States imposts 
and the discharge of tax liabilities in the 
home country, very little will remain to 
reward the foreign inventor for his labors. 


While the tax position of the domestic 
inventor has been thoroughly explored, 
only scanty references to his nonresident 
counterpart may be found. This paper will, 
therefore, attempt to deal with the tax 
problems which confront the alien inventor 
in the United States who is a nonresident 
and not engaged in trade or business in 
this country and who has neither an office 
nor a place of business here. 


System of Taxing Nonresidents— 
In General 


Under the 1934 and earlier acts, income 
derived by nonresident aliens from sources 


1 Benjamin Fincke, ‘“‘Analysis of Income Tax 
Aspects of Patents,’’ Tax Law Review, March, 
1950, p. 361; Paul Gitlin, ‘“‘Taxation of Copy- 
right,’”’ TAxES—The Tax Magazine, June, 1949, 
p. 503, and many others. 
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The Foreign Inventor's Tax Burden 


By ARTHUR WEISSBARTH, New York 
Attorney and Certified Public Accountant 


in the United States was taxable under 
methods and rates applicable to citizens. 
This principle of equality proved unwork- 
able. In support of proposed changes, Rep- 
resentative Hill said in 1936: 


“We have placed a flat tax of 10 percent 
on nonresident aliens, that is, people not 
citizens of the United States and not resid- 
ing in the United States; and this 10-percent 
tax is withheld at the source. We expect 
to get considerably more revenue out of 
both nonresident aliens and foreign cor- 
porations having no place of business or not 
engaged in trade or business in this country, 
than we have been getting under the pres- 
ent plan, because we are going to withhold 
it at the source, and not take a chance on 
their making a report of it, or having to 
send our representatives to some foreign 
country to find what their net income is, 
and seek to induce them to pay their tax.” ? 
The House report contained these words: 


“It has also been necessary to recommend 
substantial changes in our present system 
it is proposed that the tax on a non- 
resident alien not engaged in a trade or 
business in the United States and not having 
an office or place of business therein, shall 
be at the rate of 10 per cent on his gross 
income from interest, dividends, rents, wages, 
and salaries and other fixed and determin- 
able income. Such a nonresident will 
not be subject to the tax on capital gains, 
including gains from hedging transactions, 
as at present, it having been found impos- 
sible to effectually collect this latter tax.’ ? 
The Revenue Act of 1936 therefore sub- 
jected to taxation only those types of income 
on which a tax could readily be deducted 
by United States payors as withholding 


‘agents of their foreign creditors. This sys- 


tem has remained in force to this day. It 
is predicated on the theory that situs in the 
280 Congressional Record 6005 (1936). 


SH. R. Rept. No. 2475, 74th Cong., 2d Sess., 
pp. 0-10 (1936). 





United States of the income-producing asset 
and protection granted by our government 
to an alien in reaping profits in this country 
confers jurisdiction. According to this method, 
the payor must withhold a flat rate, which 
is now 30 per cent, if “fixed or determinable 
annual or periodical income” is flowing to a 
nonresident alien from a source located in 
the United States. 


Accordingly, whenever there is doubt as 
to the taxability of a nonresident alien, these 
questions will invariably arise: 


(a) Does his income originate from a 
source located within the United States, as 
outlined in Section 119? 


(b) Is the income flowing from that source 
to the alien annual or periodical, as de- 
scribed in Section 211? 


A tax liability will arise only if the answer 
to both questions is in the affirmative. If so, 
the payor in this country must act as with- 
holding agent pursuant to Sections 143 (b) 
and 144. 


The definition of fixed and determinable 
annual or periodical income contained in the 
Regulations ‘ enumerated royalties from pat- 
ents and copyrights. However, earnings 
derived by a nonresident alien “from the 
sale in the United States of property, 
whether real or personal,” were expressly 
excluded, prior to January 1, 1950. Such 
profits were not held to be within the 
category of “fixed or determinable annual 
or periodical income” so that capital gains 
of nonresident aliens remained nontaxable. 


Application of System 
to Nonresident Alien Inventors 


The focal issue, therefore, is to distinguish 
between royalty income subject to the 30 
per cent withholding tax and nontaxable 
proceeds derived from the sale or assign- 
ment of patent rights. It has given rise 
to much litigation. This is so because the 
Commissioner of Internal Revenue, refer- 
ring to the Regulations,’ treated all moneys 
derived from patents by nonresidents as 
fixed and determinable income subject to 
the withholding tax, while he was inclined 
to classify royalties from patents as ordi- 
nary income whenever a resident inventor 
was their recipient. 

With regard to domestic inventors, these 
controversies culminated in the now-famous 
decision, Edward C. Myers. Myers had en- 
tered into a licensing agreement permitting 

4 Regs. 111, Sec. 29.211-7 (a). 


5 Regs. 111, Secs. 29.119-5, 29.143-2. 
6 CCH Dec. 14,992, 6 TC 258 (1946). 


Goodrich “to make, use and sell” the pat- 
ented device against a 5 per cent royalty 
measured by “net sales payable quarterly.” 
These royalty payments are ordinary in- 
come, said the Commissioner. They are 
capital gain, contended the inventor. 


The court based its findings squarely on 
an old case, Waterman v. MacKenzie; de- 
cided in 1891. At that time the United 
States Supreme Court was called upon to 
decide who was the proper plaintiff in the 
event of an infringement—the inventor, his li- 
censee or assignee. The question was an- 
swered in these words, which the Tax Court 
approved: 


“Every patent issued under the laws of 
the United States for an invention or dis- 
covery contains ‘a grant to the patentee, his 
heirs and assigns for the term of seventeen 
years, of the exclusive right to make, use 
and vend the invention or discovery through- 
out the United States. . . . Rev. Stat. 
Sec. 4884. The monopoly thus granted is one 
entire thing and cannot be divided into parts, 
except as authorized by those laws. The pat- 
entee ... May ... asign ... the 
whole patent, comprising the exclusive right 
to make, use and vend the invention ; 
Any assignment or transfer short of one of 
these, . . . is a mere license, giving the 
licensee no title in the patent ... .” 
(Italics supplied.) 


The Court said further: 


“Whether a transfer of a particular right 
or interest under a patent is an assignment 
or a license does not depend upon the name 
by which it calls itself, but upon the legal 
effect of its provisions. For instance a grant 
of an exclusive right to make, use and 
vend . . . ts an assignment because 

[it] excludes all other persons, even 
the patentee, from making, using or vend- 
ing like machines within the district . . . .” 
(Italics supplied.) 


Accordingly, the Tax Court held that the 
extent of the license granted by Myers was 
broad enough to spell out a sale, and, con- 
sequently, it accorded him capital-gain 
treatment. After this case was promulgated; 
the courts in similar litigations invariably 
based their findings on Myers or Waterman 
v. MacKenzie. 


With respect to nonresident alien inven- 


tors, decisions reveal analogous reasoning, 
as is evident from the following cases. 


In General Aniline & Film Corporation v 


e. 


Commissioner; a foreign corporation not 


7138 U. S. 252 (1891). 
8 44-1 ustc {| 9134, 139 F. (2d) 759 (CCA-2). 


714 September, 1952 e TAXES — The Tax Magazine 


- *-—§ HD Hnrem Oo ft 


ee a ee a ee ee a) ee 





engaged in trade or business in this country 
had sold its entire interest in certain United 
States patents. One of these was sold fora 
lump-sum payment, while down payments 
were made on the others, with future pay- 
ments to be contingent on profits. The Tax 
Court upheld the Commissioner’s reasoning 
that such grants were licenses and that the 
payments received were royalties. The 
Second Circuit reversed, holding that since 
title to the patents had passed, the with- 
holding provisions of the Code were in- 
applicable and the royalties not taxable to 
the nonresident corporation. . 


In Commissioner v. Celanese Corporation® 
it was clear at the outset that the licensing 
agreement between the nonresident alien 
patentees and Celanese was a complete sale 
and not a mere license. The Commissioner, 
however, claimed “that, notwithstanding the 
words of outright conveyance and sale, or 
the intention of the parties to make a pur- 
chase and sale, there are in the contract 
restrictions and limitations on the transfer 
which indicate that it was in law no more 
than a licensing agreement.” The court 
considered these clauses mere precautionary 


provisions which did not affect the contrac-” 


tual intent to vest in the purchaser absolute 
title to the patents. However, the Commis- 
sioner raised a further and important issue 
saying “that even if the transfer was tech- 
nically a full assignment, the payments 
under the contract are nevertheless subject 
to the broad provisions of the withholding 
statute,” and he claimed that “the duty of 
withholding is not determined by ascertain- 
ing that the payments are ‘technical royal- 
ties’, but that this obligation exists in any 
case in which a seller of an invention still 
has an interest in the successful exploitation 
of the patent.” This argument was also 


rejected by the court, which answered as 
follows: 


“ 


the trouble with this is that the 
statute itself makes the distinction and ex- 
pressly declares a different rule for ‘royal- 
ties for the use of a patent’ and for payments 
received in consideration of ‘the sale of 
personal property’ which would necessarily 
include the sale of a patent. (Sec. 143-(b), 
Sec. 119-(e), Revenue Acts of 1936 and 1938, 
respectively.) The Treasury Regulations 
make this distinction clear. Article 212-1-(a) 
of Regulations 94 and 101 provides that the 
gross income of a non-resident alien in- 
dividual not engaged in trade or business 
within the United States and not having an 


44-1 ustc {| 9147, 140 F. (2d) 339 (CA of D. C., 
1943). 
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office or place of business therein at any 
time during the taxable year, does not 
include profits derived from the effecting 
of transactions in the United States, includ- 
ing inter alia, profits derived from the sale 
within the United States of personal property 
or real property located therein. And Article 
143-2 of Regulations 94 and 101 provides 
that the income derived from the sale in 
the United States of property, whether real 
or personal, is not fixed or determinable 
annual or periodical income; and hence not 
subject to the tax under the provi- 
sions of 143-(b) on income from annual or 
periodical gains and profits.” 


The Kimble Glass case* may serve as a 
further pertinent illustration since it closely 
follows the reasoning in the Myers case. 
Here, some German inventors claimed ex- 
emption from the withholding tax because 
of the wording of their licensing agreement 
which permitted the licensee to make, use 
and sell, and they therefore transferred the 
entire bundle of their United States patent 
rights. The court agreed, adding: 


“The fact that, in addition to the fixed 
payments, other payments based on a per- 
centage of profits or on production were 
called for under the contracts does not 
change the result. It is not infrequent that 
patents are sold under such terms, or even 
where the entire consideration is based on a 
percentage of income during the life of the 
patents . . . . And in such cases the per- 
centage payments, though in many respects 
like royalties payable under a license, are 
no less payments of purchase price for the 
patent than are fixed or lump sums.” 


Reservations made by the German licensors 
to terminate the contracts in certain con- 
tingencies were held mere conditions sub- 
sequent, and not interfering with, the passage 
of title, and since the payments collected by 
these aliens were considered purchase money, 
and not royalties, they remained nontaxable. 
It is noteworthy that the Commissioner 
expressed his acquiescence to both Myers 
and Kimble Glass, and it seemed that this 
troublesome question had been laid to rest 
once and for all. 


This respite did not last. On March 20, 
1950, acquiescence to the Myers case was 


_ revoked and nonacquiescence substituted.” 


What was the cause of this sudden change 
of heart and why did the Commissioner 
attack the edifice on which keen legal minds 
had toiled for years and which had previ- 
ously received his approval? 


10 CCH Dec. 15,963, 9 TC 183, acq. 1947-2 CB 3. 
11 Mim. 6490, 1950-1 CB 9. 
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This is what happened. The renewal of 
the controversy was sparked by the question 
whether the assignment by a nonresident 
alien author of his serial rights to a novel 
represented a license or a sale. On this, 
diametrically opposite opinions were on rec- 
ord. In Rohmer v. Commissioner ™ the Second 
Circuit considered such lump-sum payment 
as a license resulting in taxable “fixed or 
determinable annual income.” The Fourth 
Circuit, however, considered identical re- 
ceipts as nontaxable proceeds from the sale 
of personal property.” Shortly thereafter 
the very same question arose again in Com- 
missioner v. Wodehouse.* Therefore, cer- 
tiorari was granted. On June 13, 1949, Mr. 
Justice Burton delivered the opinion of the 
United States Supreme Court in that case. 


The Court found that Wodehouse had 
transferred for $40,000 not only the serial 
but all his rights to one of his novels to the 
publishers of the Saturday Evening Post, 
with the stipulation that following publica- 
tion all rights other than the serial rights 
would be reassigned upon demand. The 
question before the Court was, therefore, 
whether serial rights under a copyright 
could be sold and were, in fact, sold by 
Wodehouse as a separate and independent 
asset. If, under the copyright laws, it were 
impossible to make such a sale, the proceeds 
would be, of necessity, royalties. If, how- 
ever, the serial rights, as distinguished 
from book, motion picture and other rights, 
could be assigned independently, there 
would be a sale. The majority of the court 
shunned the issue and did not supply an 
answer to the question of divisibility of 
copyrights but held that the amount re- 
ceived by Wodehouse was taxable and 
therefore required to be included in his 
gross income for federal income tax pur- 
poses. It should be noted that, actually, 
transfer of serial rights only was intended. 


Mr. Justice Frankfurter wrote a brilliant 
dissent. He recited the history and legisla- 
tive intent underlying the changes made in 
Sections 119, 143 and 211 by the 1936 Rev- 
enue Code, and he analyzed their inter- 
relationships. He showed lucidly where and 
why the majority had erred, and he said 
that the need for revenue was no justifica- 
tion for warping the provisions of the 1936 
legislation. Emphasizing that each right 
embraced in the copyright is customarily 
treated and disposed of as a separate asset, 
he postulated that legal determination should 


1246-1 ustc 9130, 153 F. (2d) 61 (CCA-2), 
cert. den. 328 U. S. 862. 


reflect business practice and should recog- 
nize that the separate transfer of any such 
right (book, motion picture, serial dramatiza- 
tion) represents a sale of personal property 
which does not result in fixed and determin- 
able annual income. Concluding, he sum- 
marized: 


“Wodehouse made an absolute transfer of 
some of those rights. He did not receive 
royalties but instead gave up that chance 
in return for a lump sum just as the seller 
of a house gives up the right to receive rent 
in return for the purchase price. That trans- 
action can only be regarded as a sale. As 
the revenue laws now stand, it was non- 
taxable.” 


Aftermath of Wodehouse 


The Commissioner apparently construed 
his success as justification for extending 
forthwith the blessings of the new Wode- 
house doctrine to inventors, and he took 
steps to classify as ordinary income all 
compensation from the transfer of patent 
rights, irrespective of the scope of the under- 
lying agreement. To this end, as noted 
above, he revoked his acquiescence to Myers 
on March 20, 1950, saying: 


“The Bureau has reached the conclusion 
that where the owner of a patent enters 
into an agreement whereby, in consideration 
of the assignment of the patent, or the 
license of the exclusive right to make, use, 
and sell a patented article, the assignee or 
licensee agrees to pay an amount 
measured by a fixed percentage of the sell- 
ing price or amounts per unit 
or any other method measured by produc- 
tion, sale . . . or amounts payable periodi- 
cally over a period generally coterminous 
with the transferee’s use of the patent, such 
agreement, for income tax purposes, is to 
be regarded as providing for the payment 
of royalties taxable as ordinary income.” 


Thus the Commissioner deliberately dis- 
regarded the intrinsic disparities between 
patents on the one hand and copyrights on 
the other, as well as the fact that while the 
difference between sale and license had long 
been defined judicially as to patents, no 
clear dividing line had as yet been drawn 
by our courts in the field of copyrights. 


Revocation of his acquiescence to Myers 
represented but the first step in a two- 
pronged attack designed to deprive domestic 


138 Goldsmith v. Commissioner, 44-2 ustc {| 9365, 
143 F. (2d) 466, aff’g CCH Dec. 13,017, 1 TC 711 
(1943) ; cert. den. 323 U. S. 774. 

14 49-1 ustc J 9310, 337 U. S. 369. 
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inventors of capital-gains treatment and to 
subject to withholding any moneys collected 
by foreign inventors in this country. Step 
two was to follow shortly. 


Revenue Act of 1950 


On June 23, 1950, the House of Repre- 
sentatives adopted, in H. R. 8920, its “Bill 
to Reduce Excise Taxes and for Other Pur- 
poses,” which proposed that patents, inven- 
tions and copyrights be excluded from Section 
117 which defines capital assets. The report 
accompanying this bill referred to the 
subject matter in these words: 


“The definition of the term ‘capital assets’ 
has been further amended to exclude certain 
property created by the personal efforts or 
exertions of the taxpayer. Under the Com- 
mittee amendment a person who devises an 
invention or who writes a book or creates 
some other sort of artistic work will be 
taxed at ordinary income rates, rather than 
at capital gain rates, upon gain from the 
sale of the work regardless of whether it 
is his first production in the field or not.” 


Accordingly, the House proposed that 
Section 117 should be amended to read as 
follows: “(1) Capital Assets—The term 
‘capital assets’ . . . does not include... 


“(c) a patent or copyright; an invention 
or design; a literary, musical or artistic 
composition ... .” 


However, the House was overruled by 
the Senate on this point, so that in the 
final version of the amendment to Section 
117, the words “patent, invention and de- 
sign” are conspicuously absent. 


In preserving capital-gains treatment for 
the benefit of patentees as distinguished 
from writers and artists, Congress expressly 
denied application of the Wodehouse doc- 
trine to inventors. The legislators thereby 
confirmed what had been said previously 
by the United States Supreme Court in 
Bobbs-Merrill v. Straus: “There are such 
wide differences between the . cOpy- 
right statute and the rights secured to an 
inventor under the patent statutes, that the 
cases which relate to the one subject are 
not altogether controlling as to the other.” 
Therefore, there can be no doubt that 
Edward C. Myers continues to be good law. 


Accordingly, the legality of Mimeograph- 


6490 appears doubtful, to say the least. 
However, with regard to nonresident aliens, 
the Commissioner scored a limited success, 
as discussed below. 


15 210 U. S. 339. 
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Implications of Revenue Act of 1950 
for Nonresident Aliens 


The Revenue Act of 1950 made capital 
gains of nonresident aliens not engaged in 
business in the United States again subject 
to taxation. Thus, this act abandoned the 
principle adopted in 1936 under which such 
nonresidents could be taxed only on annual 
or periodical income from United States 
sources. Not all capital gain realized in this 
country by nonresident aliens, however, has 
become subject to an impost under the new 
law. The Revenue Act of 1950 expressly 
exempts capital gains of foreign corpora- 
tions not engaged in trade or business in 
the United States. As to individuals, it 
discriminates among various classes, de- 
pending upon physical presence, length of 
stay and amount of gross income as follows :* 


(I) Capital gains of aliens who are not 
present in the United States at any time 
during the taxable year remain exempt, so 
that, as heretofore, this category is subject 
to taxation on fixed or determinable annual 
or periodical income only. 


(II) Aliens who actually come to this 


‘country but stay less than 90 days are, in 


addition, taxable on their capital gains from 
United States sources, but only on those 
deals which they effect during their pres- 
ence here. 


(III) Nonresident aliens who overstay 
this 90-day limit are taxable on all capital 
gains realized during the entire taxable year, 
whether or not they are present when the 
sale or exchange is consummated. 


The minimum withholding tax rate for 
nonresident aliens is 30 per cent of gross 
income, which applies as long as such in- 
come does not exceed $15,400. Below this 
minimum no deductions or exemptions are 
allowed. The alien must, however, first 
determine whether his aggregate income 
exceeds this amount. To this effect he must 
add his net capital gains to his annual or 
periodical income, disregarding the 50 per 
cent reduction for long-term transactions. 
In other words, capital gains and losses 
must be taken into account in full. If this 
computation shows that income is in excess 
of $15,400, two additional computations 
must be made, as follows: 


(1) The alien may deduct one personal 
exemption, allocable expenses and charitable 
contributions, and, after having taken into 
account 50 per cent only of his net long- 


1%6Code Sec. 211 (a) (1) (B), as amended by 
the Revenue Act of 1950, Sec. 213 (a). 
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term capital gains, he applies the same rate 
and determines his tax liability in the same 
way as a citizen residing in the United 
States. 


(2) He takes his net capital gains at 
100 per cent, and, after having added thereto 
his fixed or determinable annual or period- 
ical income from United States sources, he 
computes from this total his tax liability at 
the rate of 30 per cent. 


The higher of these two figures will rep- 
resent his tax liability. It should be noted 
that the alien is not entitled to a capital-loss 
carry-over in making his computation. 


These amendments to Section 211 apply 
only to taxable years beginning after De- 
cember 31, 1949. This provision, too, clari- 
fies the intent of Congress that capital gains 
of nonresident aliens should be subject to 
taxation beginning only with 1950. Accord- 
ingly, it appears beyond doubt that in prior 
years aliens were taxable on fixed and de- 
terminable or periodical income only. Never- 
theless, the Commissioner has continued to 
harass nonresident alien inventors who had 
granted exclusive licenses to their patents 
before the Revenue Act of 1950 was enacted. 
The following case exemplifies his attitude. 


Bloch v. U. S“—Bloch, together with his 
partners, had assigned his United States 
patent rights to Weston Electrical Instru- 
ment Corporation in 1935. From then on, 
Bloch remained a nonresident alien not 
engaged in trade or business in the United 
States. However, one of Bloch’s partners 
came to the United States as a legal im- 
migrant in 1942 and in due course became 
a naturalized citizen of the United States. 
Though Weston had been granted an exclu- 
sive license to make, use and sell the inven- 
tion in the entire territory of the United 
States during the life of the patent by an 
agreement which, in all essentials, was iden- 
tical with the one in the Myers case, the 30 
per cent tax was withheld and paid by 
Weston on Bloch’s share. The other part- 
ner, being a resident, received his portion 
of the royalties in full. Erroneously he re- 
ported these royalties in his resident return 
as ordinary income. Subsequent to the pro- 
mulgation of the Myers decision, the resident 
partner filed refund claims as a matter of 
right. As to him, the Commissioner agreed 
that the amounts collected from Weston 
should be treated as long-term capital gains 
under the Myers doctrine, and the overpay- 
ment was duly refunded. 


17 52-1 ustc J 9110, 102 F. Supp. 457 (DCN. Y., 
1951). 


Bloch’s refund claims, however, were dis- 
allowed. Though Bloch had collected ex- 
actly the same amounts as his partners 
under the identical agreement from Weston, 
the Commissioner insisted that on the au- 
thority of Wodehouse, the 30 per cent tax 
was not refundable to a nonresident alien. 
Bloch’s refund claims were for the years 
1944, 1945 and 1946. He therefore pointed 
to the fact that acquiescence to Kimble 
Glass had never been withdrawn. Bloch 
pleaded furthermore that under authority 
contained in Section 3791 (b) of the Code, 
it was stipulated that the ruling revoking 
acquiescence to the Myers case “shall not be 
applied with respect to royalties received 
from such exclusive license agreement for 


taxable years beginning prior to June 1, 
1950.” 


In his opinion Judge Sugarman disproved 
the Commissioner’s attitude. He found that 
the agreement with Weston was a complete 
assignment, and “since in 1930 Congress 
exempted from tax the consideration re- 
ceived from a sale of personal property by 
a nonresident alien,” he held that Bloch 
was entitled to the refund. The judge added: 


“The Wodehouse case is inapplicable to 
the facts at bar because first, it deals with 
a literary copyright and not a patent, and 
second, there was reservation of rights by 
the grantor making the transaction a trans- 
fer of less than his entire bundle of rights.” 


Protecting Foreign Inventor 


Timely refund claims of nonresident alien 
inventors appear to have a chance of success 
if the Bloch decision, now on appeal, is 
upheld. 


Utmost care is required in preparing 
licensing agreements for a nonresident alien 
inventor. It must be determined whether 
and to what extent the foreign inventor is 
protected under a tax treaty. The Revenue 
Act of 1950 expressly stipulates that capital- 
gains treatment will not apply if that would 
be contrary to a tax convention. It should 
be borne in mind that though most of the 
treaties exclude taxation of patent royalties, 
it is not always clear whether this term is 
used in a generic or narrower, purely tech- 
nical, sense. The recent treaty with Switzer- 
land states in Article VIII: 


“Royalties and other amounts derived as 
consideration for the right to use 


patents . . . shall be exempt.” (Italics 
supplied.) 
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This seems to include lump-sum payments 
as well as consideration for an exclusive 
license broad enough to amount to a sale 
or an assignment. This broad language in 
the treaty with Switzerland appears to be 
an indication of the latest trend. 

The treaty with France is not equally 
explicit. Its Article 7 stipulates that “royal- 
ties derived as consideration for the 
right to use patents shall be 
exempt.” (Italics supplied.) It might be 
surmised that as a matter of comity the 
Bureau will interpret these words to include 
the sale or assignment of patent rights. If 
this assumption should be correct, a French 
patentee might become subject to a capital 
gains tax under the 1950 amendment pur- 
suant to Article II of the covenant with 
France. This article provides that only 
“gains derived from sale . . . of 
stocks, securities or commodities . . . shall 
be exempt.” It will be noted that patents 
are not included in this favored group. 

The treaty with the United Kingdom in 
its Article VIII uses language identical to 
that of the French treaty regarding taxa- 
tion of royalties, but it exempts only those 
aliens who are “subject to the United King- 
dom tax on such royalties or other amounts 

. .”’ However, capital gains derived in the 
United States by a resident of the United King- 
dom are exempt from taxation in general. 

The draftsman will therefore have to 
apply his ingenuity to afford maximum pro- 
tection to his client who, coming from 
abroad, is ignorant of the complexities of 
our tax laws. In preparing such an agree- 
ment for a foreign inventor, one must bear 
in mind that almost invariably an alien has 
to bear a heavy tax burden in his home 


country and that the benefits which he 
expects to derive from his invention in the 
United States might vanish in the event of 
double taxation. 

Each and every treaty in the ever-growing 
list of tax conventions between the United 
States and foreign countries takes cognizance 
of this potential threat by exempting royal- 
ties for the “use” of patents from taxation. 
In many instances, however, it is not en- 
tirely clear whether proceeds from the sale 
and assignment of a patent are also ex- 
cluded. Considering the benefits accruing to 
our economy from foreign patents, it might 
be the better course to exempt explicitly 
from United States levies in general not 
only royalties earned by nonresident alien 
patentees but also any other consideration 
received in connection with, or by reason 
of, a sale or assignment of their patent 
rights in this country. Otherwise, the pro- 
tracted problem of determining patent- 
development cost incurred abroad must be 
faced squarely. Inflation and currency fluctua- 
tions in various European countries, to say 
nothing of their widely differing accounting 
procedures, will create an extremely burden- 


_some task not only for the alien himself but 


also for the Bureau. 

It was the intent of the Revenue Act of 
1950 not to permit nonresident aliens to 
go scot-free with respect to their earnings 
from the sale in the United States of securi- 
ties and commodities. However, the amend- 
ments to Section 211 were expressed in 
general rather than specific terms, so that 
now the sale or assignment by a nonresident 
of his patent rights might possibly be con- 
sidered a taxable capital transaction. This 
situation calls for correction. [The End] 


NEW YORK CITY IS IMPORTANT TAX SOURCE 


“The District Commissioner for New 
York City, who assumes his responsi- 
bilities today, takes charge of an area 
of exceptional importance in the field of 


public service. This area is of far 
greater importance than most people 
realize, for in the fiscal year 1951, its 
people and business concerns accounted 
for almost 15 per cent of the internal 
revenue collections for the entire United 
States. 
alone this area produced $8.4 billions of 
internal revenue collections, including 
such sums as $3.2 billions in corpora- 
tion income and profits taxes, and $4 
billions of individual income and em- 
ployment taxes. 


Foreign Inventor’s Tax Burden 


During the calendar year 1951. 


“The work of the Internal Revenue 
offices here does not end, by any means, 
with the collection of income taxes. 
During 1951, for instance, $128 million 
in alcohol taxes and more than $80 mil- 
lion in retail excise taxes were collected 
here. In one year this area is now 
processing over 6 million corporate, 
individual, payroll and other Federal tax 
returns.” — Secretary of the Treasury 
John W. Snyder, speaking at ceremonies 
for the installation of Bureau of Internal 
Revenue officials for the reorganized 
New York City district, held June 30, 
1952, at the Custom House in New 
York City. 
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Organizing InternationalBu 


THIS PAPER WAS PRESENTED BEFORE THE INTERNATIONAL BAR 
ASSOCIATION'S FOURTH INTERNATIONAL CONFERENCE OF THE 
LEGAL PROFESSION, WHICH WAS HELD IN MADRID, JULY, 1952 


| aga is any activity engaged in for 
profit, such as rendering services or 
producing, manufacturing and distributing 
goods. International business is business 
conducted with or in foreign countries. 


Types of Organizations 


In the United States international busi- 
ness is usually carried on by individuals, 
partnerships, limited partnerships or corpo- 
rations. Although the laws of other coun- 
tries vary in detail, almost every country 
has the same types of organizations. In 
some countries the law provides for a cor- 
poration which has at least one managing 
member who is personally liable without 
limitation. In many countries a type of 
organization is popular which combines 
certain features of a corporation with those 
of a partnership. The transfer of shares 
in such an organization is usually depend- 
ent upon compliance with certain require- 
ments. The law of the Principality of 
Liechtenstein offers a particularly large 
variety of organizations.’ In addition to 
the usual forms of legal entities, it provides 
for establishments and for foundations. It 
also recognizes sole proprietorships with 
limited liability, perpetual trusts, and trusts 
which may or may not be legal entities. 
Furthermore, any business organization 
which is recognized by the law of any coun- 
try may be established by formal instru- 
ment in Liechtenstein. 

Business with a foreign country is often 
carried on without engaging in any activities 
in that country. Sometimes traveling rep- 
resentatives are sent abroad. If business is 
to be done in a foreign country, the enter- 
prise in the home country may establish 


1Cf.: Liechtenstein, Law of Persons and 
Companies of January 20, 1926; Decree of Feb- 
ruary 20, 1926, with amendments of April 30, 


a branch abroad or it may authorize an 
agent to act on its behalf in the foreign 
country. There are many variations. Some 
agents merely solicit orders, while others 
are authorized to purchase or sell for the 
principal. So-called agents often act as 
independent commission brokers or buy and 
sell on their own account. Many enter- 
prises engage in business in foreign coun- 
tries through special subsidiaries which are 
organized in the home country, in the 
foreign country where the business is to 
be done or in a third country. The Mexico 
Power and Light Company, for example, 
which engages in business in Mexico, was 
incorporated in Canada and is controlled 
by a Belgian company. For tax or other 
reasons it is sometimes useful to establish 
a separate entity in each country, while in 
other cases it might be preferable to com- 
bine in one organization the activities in 
several countries. It depends on many 
different factors which legal type of organ- 
ization shall be chosen. A combination of 
several different organizations is frequently 
desirable. 


Sometimes it is useful to acquire an exist- 
ing organization or, at least, its assets. 
An enterprise in one country might acquire 
ownership of an organization in another 
country, or the individual shareholders or 
partners of the home enterprise might be- 
come the owners of the foreign organiza- 
tion. In view of the political and economic 
uncertainties prevailing in some parts of 
the world, shares issued by foreign organ- 
izations have in recent years frequently 
been transferred to American trusts. If, for 
instance, shares in a Venezuela corporation 
are held in an American discretionary trust 
for European beneficiaries, they are not 


1938, and June 8, 1938; Law of Business Trusts 
of April 10, 1928; Law of November 7, 1950. 


720 September, 1952 @ TAX ES— The Tax Magazine 


mecnet ae 2 £6 ot och af Of 








nallBusinesses 





By FRANZ MARTIN JOSEPH 


Senior Partner of Joseph and Rodman 
New York City Law Firm 


subject to the political and economic uncer- 
tainties of Europe, while the income dis- 
tributed to the European beneficiaries will 
not be taxed by the United States Govern- 
ment.? If, on the other hand, a nonresident 
trust® holds the shares in the Venezuela 
corporation for the benefit of citizens or 
residents of the United States, no United 
States tax will become due as long as the 
income is accumulated in the trust. United 
States income tax liability will not arise for 
citizen or resident beneficiaries until income. 
is distributed to them. Even then, only the 
income for the year of distribution is tax- 
able.* In some instances, holding companies 
are interposed between the organization in 
the home country and the organization in 
the foreign country. In deciding how the 
foreign shares are to be held, it might be 
useful to remember that in many countries 
shares can be issued in bearer form. A 
number of jurisdictions, however, tax in- 
come from bearer shares more heavily than 
income from registered shares. Control of 
an enterprise can, of course, be had not 
only through stock ownership but also 
through other means such as stock options, 
convertible bonds or license agreements. 
Since the second World War, American 
businessmen have found it increasingly use- 
ful to share with local interests in the 
ownership of foreign enterprises. In recent 
years,. many American concerns obtained 
a certain percentage of the capital of foreign 
corporations in exchange for designing the 
plant or for contributing machinery and 
technical assistance. In some instances they 
received the right to a certain portion of 
the profits or to fixed royalties instead of 


2See Franz Martin Joseph, ‘Discretionary 
Trusts,’ 90 Trusts and Estates 360-400, 476-478 
(June-July, 1951). Cf. Bence v. U. 8., 37-1 ustc 
{ 9210, 18 F. Supp. 848 (Ct. Cls.); G. C. M. 11221, 
XI-2 CB 123 (1932); I. T. 1642, II-1 CB 81 (1932). 

3 For example, a trust which has only non- 
resident alien trustees. Compare G. C. M. 11221, 
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a proprietary interest in the foreign busi- 
ness. An enterprise may also be leased 
for a fixed rental and managed for the 
benefit of the lessee. On the other hand, 
an enterprise may be managed at a fixed 
fee for the account of the owner. 


Any businessman planning a new venture 
will, of course, consider the special market 
conditions and the general economic and 
political situation of the country with, or 
in which, he intends to do business. Before 
deciding on particular legal arrangements, 
an attempt should be made to visualize the 
problems with which the intended enter- 
prise may be faced. The advantages and 
disadvantages of each particular type of 
organization should then be carefully weighed. 
Lawyers should never forget that each 
organizational step must be tested for its 
possible psychological effect on customers, 
workers, the public at large and on the 
government agencies with which the busi- 
ness may come in contact. 


If the enterprise is not to operate actively 
in a foreign country, it will, in general, 
be concerned only with the law of its home 
country. Certain features of the foreign 
law, however, such as customs tariffs, ex- 
change regulations and tax laws, must 
always be taken into consideration. If active 
business operations are planned in a foreign 
country, the law of that country becomes 
of primary importance. Here, however, the 
possible repercussions under the law of the 
home country should not be lost sight of. 
The law of the home country must also 
be considered if the law of the foreign 
country depends upon the reciprocal treat- 
ment which the law of the home country 
accords to nationals of the foreign country. 
Whenever one of the countries concerned 
has a federal form of government, a lawyer 
must study not only the federal law but 
also the law of the states, provinces or 
cantons and other subdivisions down to the 
municipalities in order to protect his client 
against disagreeable surprises. International 
treaties and agreements, such as treaties of 
friendship, commerce and navigation, recip- 
rocal trade agreements, and treaties for the 
protection of patents, trademarks, copy- 
rights and other industrial properties, are 
often relevant. It should never be for- 


“gotten, however, that in international, even 


cited at footnote 2; I. T. 1885, II-2 CB 164 
(1923); A. R. M. 37, 2 CB 172 (1919); see also 
B. W. Jones Trusts v. Commissioner, 43-1 ustc 
| 9238, 132 F. (2d) 914 (CCA-4); Mertens, Fed- 
eral Income Taxation, Vol. 8, Sec. 45.10 (Revised 
Ed., Henderson, 1948). 

4 Cf. Code Sec. 162(c). 
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more than in domestic, affairs, knowledge 
of the law alone will not suffice. Familiarity 
with administrative practice is of the utmost 
importance. Whenever governmental agen- 
cies are endowed with discretionary powers, 
their discretion might be used in a different 
way towards foreigners than towards na- 
tionals. 


Taxation 


In our days of high taxation, tax con- 
siderations weigh heavily in the organiza- 
tion of any business.’ All kinds of direct 
and indirect taxes might seriously affect the 
planned venture. The tax law of almost 
every country contains special provisions 
relating to international activities. Many 
countries, for instance, waive or refund the 
usual manufacturers’ excise taxes in the 
case of exported goods. Sometimes the 
same property or transaction is taxed more 
than once. Profits might first be taxed 
in the hands of the business organization 
and then again in the hands of the share- 
holders. Legal rules to avoid domestic and 
international double taxation should be 
studied. It will be useful to visualize the 
possible development of the business and 
to compare the tax effects which would 
result from various types of setups. One 
should bear in mind the tax consequences 
of profits in one country and losses in 
another. The repercussions of foreign- 
currency restrictions and fluctuations are 
important factors. Thought should also 
be given to the estate and inheritance tax 
problems which may arise upon the death 
of a person interested in the business organ- 
ization. 


Foreign Tax Havens 


As a rule, the most important tax to 
be considered is the income tax. The 
income tax rates in economically under- 
developed countries are usually consider- 
ably lower than those in highly developed 
countries. In most Latin-American coun- 
tries,” an income tax is levied only on income 
from sources within the country. In Panama, 


5 See “‘The Effects of Taxation on Foreign 





Trade and Investment,’’ United Nations Docu- 
ment XVI.1 (United Nations Department of 
Economic Affairs, 1950). 

® Cf. Mims. 6475, 6494, 1950-1 CB 50—United 
States taxation of blocked income. Also Cf. 
Klarmann, ‘‘Gains and Losses on Foreign Ex- 
change,’’ TAxES—The Tax Magazine, September, 
1951, p. 717; Stuetzer, ‘“‘Tax Problems Raised 
by Foreign Currency Devaluation and Blocked 
Foreign Income,”’ 6 Tax Law Review 255 (1951); 
Kades, ‘‘Devaluation Revalued,’’ TAxEs—The 
Tax Magazine, April, 1950, p. 365; Roberts, 
“Borrowings in Foreign Currencies,’’ TAXES— 


income derived from international maritime 
commerce is not taxable even if the shipping 
contracts are entered into in Panama and 
the merchant vessels are registered in 
Panama. In Uruguay, a corporation which 
invests more than 50 per cent of its capital 
abroad pays, in addition to minor taxes on 
its capital, a tax on profits realized in 
Uruguay. Uruguay corporations which keep 
cash balances in Uruguay not exceeding 
10 per cent of their total assets and invest 
the remainder of their capital abroad pay 
no tax on their profits. They pay only 
a rather inconsequential so-called tax in 
lieu of inheritance tax. This tax liability 
can be settled with the tax authorities by 
a lump-sum agreement for a period of 15 
years. In such case the corporation will 
not be subject to any subsequent changes 
in the tax law. Under the law of Liechten- 
stein, enterprises which are not engaged 
in business within the country pay no in- 
come tax, although they may have an office 
within Liechtenstein. They pay an annual 
tax amounting to one tenth of 1 per cent 
of their capital, but not less than 200 francs. 
Trusts pay annually one twentieth of 1 per 
cent, but again a minimum tax of 200 
francs is imposed. In Liechtenstein, also, 
lump-sum agreements can be made for the 
life of the business organization but for not 
more than 30 years. In such event, the 
annual minimum tax is 400 francs.® In 
Luxembourg holding companies pay only 
an annual droit d’abonnement of 0.16 per cent 
on the nominal value of their shares. In 
the International Zone of Tangiers, there 
is no income tax. Commercial or industrial 
corporations which do business in Tangiers 
pay only a so-called patente, which is a 
license tax.” There are other jurisdictions 
which have no income tax, such as the 
Bahamas," Bermuda and Nicaragua. In 
order to stimulate new industries and to 
develop existing ones, some countries grant 
exemption from certain taxes for a certain 
period of time or guarantee that existing 
taxes will not be increased and that no 
new taxes will be levied on the enterprise 
for a fixed time. Sometimes tax advantages 


The Tax Magazine, November, 1948, p. 1033. For 


dealers in foreign exchange, see O. D. 834, 4 
CB 61 (1921); G. C. M. 4954, VII-2 CB 293 (1928). 

7 For example: Panama, Law No. 52 (1941), 
as amended by Law No. 49 of September 24, 
1946; Venezuela, Law of November 1, 1948, 
Art. i. 

8 Uruguay, Law of June 4, 1948. 

® Liechtenstein, Tax Law of January 11, 1923, 
as amended May 10, 1924, July 14, 1930, and 
January 31, 1951. 

1 International Legislative Assembly of Tan- 
giers, Law of July 28, 1938, Art. 1. 

11 Bahamas Companies Act, Ch. 83, Art. 18. 
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are offered by granting a higher deprecia- 
tion rate. Jurisdictions which make such ar- 
rangements are, for instance, Mexico, Panama, 
the Phillippine Republic and Puerto Rico.” 


Income from American Sources 


Americans intending to engage in busi- 
ness with or in foreign countries and for- 
eigners planning to do business with or 
in the United States must consider the 
United States income tax law. In this con- 
nection it becomes essential to determine 
whether or not income is derived from 
sources within the United States.” Interest 
paid by any United States Government 
agency or any individual or corporate resi- 
dent of the United States constitutes income 
from American sources, with certain excep- 
tions.* Dividends received from American 
corporations are, within certain limitations,” 
income from United States sources. Further- 
more, dividends received from foreign corpo- 
rations may represent income from American 
sources.” Income from United States sources 
includes compensation for services per- 
formed within the United States (Code Sec- 


tion 119 (a) (3)), with the exception of . 


compensation for labor or personal services 
rendered by certain nonresident alien indi- 
viduals.” Income from transportation serv- 


ices or telegraph or cable transmissions 
between points in the United States and 
points outside the United States is treated 
as derived partly from sources within and 
partly from sources without the United 
States, according to an equitable allocation 
formula. (Cf. Code Section 119 (e) (1); 
Regulations 111, Section 29.119-13—29.119-14.) 
Rentals derived from interests in property 
located in the United States and royalties 
received for the right to use patents, copy- 
rights, trademarks, secret formulas and 
similar property in the United States con- 
stitute income from United States sources. 
(Code Section 119 (a) (4).) If the taxpayer 
cannot establish a proper method for segre- 
gating amounts received for the right to 
use property in the United States and 
amounts received for the right to use it 
outside the United States, the entire rental 
or royalty payment may be held to have 
been derived from United States sources.” 
Gains from the sale of real property located 
in the United States are a further example 
of income from United States sources. 
(Code Section 119 (a) (5).) Gains from 
the purchase of personal property within, 
and its sale outside, the United States, or 
vice versa, are treated as derived entirely 
from sources within the country in which 
sold.” Income, however, resulting from the 





122Cf. Mexico, Law of April 21, 1941, as 
amended February 9, 1946, and January 1, 1949; 
Panama, Law No. 12 of May 10, 1950; Philip- 
pines, Law No. 35 of September 30, 1946; Puerto 
Rico, Industrial Tax Exemption Act No. 134 of 
May 13, 1948; Venezuela, Organic Law of Na- 
tional Finance of July 15, 1938, and Resolution 
No. 95 of June 6, 1939; as to individual tax 
concessions cf. also Agreement between United 
Fruit Company and Costa Rica, La Gazeta 
Diario Oficial (Costa Rica, December 31, 1949), 
and Agreement Between New York-Honduras 
rosario Mining Company and Honduras of 1940; 
Moody’s Industrials, p. 863 (New York, 1951). 

13 Cf. Code Sec. 119(a). 

14 However, interest on bonds, notes and cer- 
tificates of indebtedness of the United States, 
issued prior to March 1, 1941, is not subjected 
to United States income taxes in the hands of 
nonresident alien individuals or foreign corpo- 
rations not engaged in business in the United 
States (Regs. 111, Sec. 29.22(b)(4)-6; I. T. 2815, 
XITI-2 CB 78 (1934). Interest on bank deposits 
paid to nonresident alien individuals or corpo- 
rations not engaged in business in the United 
States is excepted. (Code Sec. 119(a)(1)(A).) 
Interest paid by resident alien individuals, resi- 
dent foreign corporations or domestic corpora- 
tions is expected if less than 20 per cent of the 
payor’s gross income during the three years 
preceding the interest payment was derived 
from United States sources. (Code Sec. 119(a) 
(1) (B).) 

% Excepted are (a) dividends from corpora- 
tions which fulfill the conditions of Code Sec. 
251, that is, which during the three years pre- 
ceding the dividend payment derived at least 
80 per cent of their gross income from sources 
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within a United States possession and at least 
50 percent of their gross income from the active 
conduct of a trade or business and (b) dividends 
from corporations which derived less than 20 
per cent of their gross income from United 
States sources during the three years preceding 
the dividend payment. (Code Secs. 119(a) (2) (A), 
251(a).) 

Tf a foreign corporation derived at least 50 
per cent of its gross income during the three- 
year period preceding the dividend declaration 
from sources within the United States, that por- 
tion of its dividends constitutes income from 
United States sources which bears the same ratio 
to its total dividends as the corporation’s gross 
income from United States sources bears to its 
gross income from all sources. (Code Sec. 119(a) 
(2)(B).) 

17 Excepted is compensation up to a maximum 
of $3,000 received by a nonresident alien indi- 
vidual temporarily present in the United States 
for not more than 90 days of the taxable year 
for labor and services performed in the United 
States for a nonresident foreign employer not 
engaged in business in the United States. (Code 
Sec. 119(a)(3).) For allocation of compensation 
for services rendered partly within and partly 
without the United States, see Regs. 111, Sec. 
.29.119-4. 

18 Cf. Molnar v. Commissioner, 46-1 ustc {| 9303, 
156 F. (2d) 924 (CCA-2); Estate of Alexander 
Marton, CCH Dec. 12,567, 47 BTA 184 (1942). 

19 Except gains from the purchase of property 
within a United States possession and its sale in 
the United States, which are treated as derived 
partly from sources within and partly from 
sources without the United States. (Cf. Code 
Sec. 119(a)(2).) 
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sale in the United States of personal prop- 
erty produced, manufactured or processed 
by the taxpayer in another country, or vice 
versa, is derived partly from sources within 
and partly from sources without the United 
States. (Code Section 119 (e) (2).) If, in 
such case, an independent production price 
can be established, it is used. Otherwise, 
the net income, after subtraction of ex- 
penses, losses and other deductions, is 
equitably allocated between the several 
countries. (Regulations 111, Section 29.119-12.) 


For the tax treatment of profits from 
the sale of personal property, the place of 
sale is, therefore, of significance. Normally, 
a sale is deemed to have been consummated 
at the place where the seller surrenders his 
right, title and interest to the buyer.” If 
bare legal title is retained by the seller for 
security purposes, the sale is deemed to 
have occurred at the place where beneficial 
ownership and risk of loss passed.” If, how- 
ever, a sales transaction is arranged in a 
particular manner primarily for the purpose 
of tax avoidance, all factors of the trans- 
action will be considered in order to deter- 
mine where the substance of the sale 
occurred.” In the case of a domestic corpo- 
ration which transmitted the orders it re- 
ceived to its branch in India, where the 
goods were then purchased and shipped to 
the United States against letters of credit 
drawn on the ultimate United States cus- 
tomers, the sales were held to have been 
consummated in India.* If a foreign con- 
cern sells merchandise abroad to United 





2 Cf. G. C: M. 25131, 1947-2 CB 85; Hast Coast 
Oil Company, CCH Dec. 8775, 31 BTA 558 (1934), 
aff'd 36-2 ustc { 9445, 85 F. (2d) 322 (CCA-5), 
cert. den. 299 U. S. 608 (1936). 

21 Ronrico Corporation, CCH Dec. 12,022, 44 
BTA 1130 (1941); cf. Amtorg Trading Corpora- 
tion v. Higgins, 45-2 ustc { 9339, 150 F. (2d) 536 
(CCA-2). 

2Cf. G. C. M. 25131, cited at footnote 20; 
Hazleton Corporation, CCH Dec. 9813, 36 BTA 
908 (1938). 

23 Commissioner v. Briskey Company, 35-2 ustc 
1 9503, 78 F. (2d) 816 (CCA-3). 

*Cf. I. T. 2869, XIV-1 CB 113 (1935)—liquor 
sold abroad and shipped to the United States. 

2% A. R. M. 133, 4 CB 114 (1921). 

2 British Timken, Ltd., CCH Dec. 16,992, 12 
TC 880 (1949). 
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States purchasers, the profits from the sale 
constitute income from foreign sources, al- 
though the merchandise is to be shipped 
to the United States.* Even when all or a 
part of the purchase price is paid to an 
individual or corporate designee in the 
United States, to be held and used on behalf 
of the foreign seller for advertising or 
similar purposes, such payment would be 
income from sources outside the United 
States for the foreign seller. For the de- 
signee it would not be income at all. Where 
a foreign concern, controlled by an Ameri- 
can corporation, sold merchandise abroad 
to the United States Government, its sales 
profits were wholly derived from foreign 
sources notwithstanding the fact that the 
American parent company received a cer- 
tain percentage of the profits in return for 
services rendered to the foreign subsidiary 
in connection with the transaction.* Con- 
versely, in the case of an American parent 
corporation, selling directly to foreign cus- 
tomers, the share of the sales price which 
was paid to the foreign subsidiary as com- 
pensation for producing the foreign cus- 
tomers was held to be income from sources 
outside the United States.* If, however, a 
foreign enterprise sells merchandise abroad 
to an American corporation for resale in 
the United States, under a profit-sharing 
agreement, that part of the profit from the 
resale which is credited to the foreign enter- 
prise will be treated as income from United 
States sources.” 

Various other types of receipts may also 
be income from United States sources.” 
Examples of such receipts are: damages for 
breach of a contract to be performed in 
the United States,” amounts received under 
an agreement not to compete in the United 
States,” gains included in insurance re- 
ceived in compensation for goods lost,” 
income resulting from a tax refund, in- 
come from the discharge of a debt™ and 
gains realized upon the liquidation of an 
American corporation.™ 


7 Cf. O. D. 384, 2 CB 212 (1920). 

78 See, generally, Code Sec. 22(a) and the 
regulations and decisions thereunder relating 
to the question of what constitutes ‘‘income”’ 
for tax purposes. 

2933 O. A. G. 221, I-2 CB 192 (1922). 

% Korfund Company, Inc., CCH Dec. 13,210, 
1 TC 1180 (1943). 

311. T. 3902, 1948-1 CB 64. 

32 Helvering v. Suffolk, Ltd., 39-2 ustc {| 9555, 
104 F. (2d) 505 (CCA-4). 

33 Corporacion de Ventas, CCH Dec. 11,805, 44 
BTA 393 (1941), rev’d on other grounds, 42-2 
ustc f 9599, 130 F. (2d) 141 (CCA-2). 

% Hay v. Commissioner, 44-2 ustc { 9522, 145 
A Bag 1001 (CCA-4), cert. den. 324 U. S. 863 

Ds 
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Americans Engaged in Business 
with or in Foreign Countries 


As a general rule,” American citizens, 
resident aliens * and domestic corporations ” 
are taxable on their income derived from 
all sources within and without the United 
States. In the absence of specific statutory 
or treaty exemption, their income from 
foreign sources is, therefore, in many in- 
stances subject to foreign as well as United 
States taxation. The taxpayer may, for 
American tax purposes, deduct from gross 
income any foreign taxes which have been 
paid or accrued. (Code Section 23 (c) (1); 
see, also, G. C. M. 4969, VII-2 CB 269 
(1928).) Instead of the deduction, a credit 
may, under certain conditions (Cf. Code 
Section 131), be taken against the tax- 
payer’s United States income tax and, in 
the case of corporate taxpayers, against 
the excess profits tax (Cf. Code Section 131 
(j)) for income,: war profits and similar 
taxes ® levied by any foreign state or poli- 
tical subdivision ® thereof or by any posses- 
sion of the United States. Alien residents 
of the United States or of Puerto Rico, 


however, may claim the foreign tax credit. 


only if the alien’s country of nationality 
allows a similar tax credit to its American 
residents.” As a result of tax conventions 


35 See, generally, Levy & Freedman, ‘‘Recent 
Tax Developments Affecting Foreign Transac- 
tions,’’ TAxES—The Tax Magazine, December, 
1948, p. 1125; Seghers, ‘‘Federal Income Tax on 
Foreign Transactions and Foreign Persons,”’ 
TAXES—The Tax Magazine, February, 1948, p. 
108; Allan and Coggan, ‘‘Tax Planning for For- 
eign Trade,’’ 3 Tax Law Review 23 (1947). 

%¢ For a discussion of the tax concept of ‘‘resi- 
dence,’’ see Franz Martin Joseph, ‘‘Domicile 
and Residence of Individuals for American Tax 
Purposes,’’ TAxES—The Tax Magazine, Novem- 
ber, 1951, p. 916. 


37 A corporation organized in the United States 
is a domestic corporation for tax purposes, even 
if all of its outstanding stock is owned by non- 
resident aliens or foreign organizations. (Cf. 
All Russian Textile Syndicate, Inc. v. Commis- 
sioner, 1933 Standard Federal Tax Reports 
{ 9053, 62 F. (2d) 614 (CCA-2), cert. den. 289 
U.S. 732. 

% This includes taxes imposed in lieu of in- 
come, war profits and excess profits taxes. (Cf. 
Code Sec. 131(h).) 

The French tax imposed upon seven times the 
value of residential property is a tax ‘‘in lieu 
of income tax’’ and, therefore, allowable as a 
credit. (Herbert I. Keen, CCH Dec. 5025, 15 
BTA 1243 (1929); James R. Hatmaker, CCH Dec. 
4978, 15 BTA 1044 (1929); I. T. 2485, VIII-2 CB 
252 (1929).) The French chiffre d’affaires and 
turnover taxes, however, are excise taxes and 
May not be claimed as a credit. (Hitingon- 
Schild Company, Inc., CCH Dec. 6629, 21 BTA 
1163 (1931); G. C. M. 8478, [X-2 CB 224 (1930).) 

39 Cf. Burnet v. Chicago Portrait Company, 3 
ustc f 882, 285 U. S. 1 (1932). 
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concluded by the United States, a large 
number of resident aliens can now claim 
credit for foreign taxes.“ In all cases, the 
total allowable credit may not exceed that 
proportion of the United States tax which 
the net income from foreign sources bears 
to the taxpayer’s entire net income, and 
the credit for taxes paid to any particular 
country may not exceed that proportion of 
the United States tax which the taxpayer’s 
net income from sources within such coun- 
try bears to his entire net income. (Code 
Section 131 (b).) No credit is allowed for 
foreign taxes attributable to income which 
is entirely exempt from United States taxa- 
tion.” If foreign taxes are paid or accrued 
by a partnership, each partner receives 
credit for his proportionate share. (Code 
Section 131 (a) (4).) A domestic corpora- 
tion can obtain credit for foreign taxes paid 
or accrued by its foreign branches. Further- 
more, a domestic corporation which owns at 
least 10 per cent of the voting stock of 
a foreign corporation“ is deemed, for pur- 
poses of the tax credit, to have paid that 
proportion of the taxes of the foreign cor- 
poration which the dividends received by 
the domestic corporation bear to the statu- 
tory accumulated profits of the foreign 
corporation.“ If the foreign corporation, in 


4° Code Sec. 131(a)(2). Some foreign countries 
fulfill this requirement without benefit of treaty. 
(Cf. I. T. 3331, 1939-2 CB 130 (Australia); I. T. 
2410, VII-1 CB 110 (1928).) 

41 See footnotes 102-103 for treaties. An alien 
may not claim credit for taxes paid to a :reaty 
country of which he is not a national if his 
country of nationality does not fulfill the ‘‘simi- 
lar credit’? requirement. (Cf. Max Freudmann 
et al., CCH Dec. 16,379, 10 TC 775 (1948)—no 
credit for Canadian taxes paid by Belgian 
citizen.) Furthermore, the United States will 
allow credit only for taxes paid to a treaty 
country, not for taxes paid to third countries, 
unless the treaty country grants to its United 
States residents a credit for taxes paid to all 
countries. (Cf. I. T. 3749, 1945 CB 202—French 
citizen allowed United States credit only for 
French taxes, not other foreign taxes.) 

“Cf. Hubbard v. U. S8., 36-2 ustc { 9542, 84 
Ct. Cl. 205, 17 F. Supp. 93 (1936), cert. den. 300 
U. S. 666 (1936); Carstairs v. U. S., 36-1 ustc 
{ 9075, 75 F. Supp. 683; I. T. 2294, V-2 CB 62 
(1936); G. C. M. 26062, 1949-2 CB 110. 

43 A domestic corporation which receives a 
specified percentage of its gross income from 
sources within a United States possession, in 
accordance with Code Sec. 251, is treated as a 


. foreign corporation for purposes of the tax 


credit. (Code Sec. 131(g).) 

44Code Sec. 131(f)(1); cf. American Chicle 
Company v. U. 8., 4 ustc J 9512, 316 U. S. 450 
(1941); Coca-Cola Company v. U. S8., 44-2 ustc 
1 9361, 101 Ct. Cls. 729, 55 F. Supp. 616 (1944); 
General Foods Corporation, CCH Dec. 14,182, 4 
TC 209 (1944); Ritter Lumber. Company, CCH 
Dec. 8491, 30 BTA 231 (1934); G. C. M. 24823, 
1946-1 CB 246. 
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turn, owns at least 50 per cent of the voting 
stock of another foreign corporation, it is 
deemed to have paid a similar proportion 
of the taxes of the second corporation, thus 
giving the domestic corporation an addi- 
tional tax credit. (Code Section 131 (f) 
(2).) Individuals owning stock of foreign 
corporations, however, do not normally 
enjoy these credit privileges.® 


A variety of provisions in the United 
States income tax law enables taxpayers 
to reduce their United States income tax 
liability with respect to income derived from 
international business. In order to improve 
the competitive position of American citizens 
in foreign countries, they are exempted 
from United States income taxation on 
income received from sources without the 
United States (except amounts paid by the 
United States Government) as compensa- 
tion for personal services rendered, pro- 
vided either they were residents of foreign 
countries for an uninterrupted period which 
includes an entire taxable year or they were 
present in foreign countries for a total 
period of at least 510 days during any 
consecutive 18-month period. (Code Sec- 
tion 116 (a).) Income from Puerto Rican 
sources (except compensation for services 
rendered to the United States Government) 
is exempted from United States income tax 
if it is received by individual taxpayers 
who were residents of Puerto Rico during 
the entire taxable year. (Code Section 116 
(1) (1).) 

Citizens of the United States or domestic 
corporations deriving at least 80 per cent 
of their gross income for the past three 
years from sources within a United States 
possession ® and at least 50 per cent of 
their gross income from the active conduct 
of business within such a possession are 
taxable only on their gross income from 
sources within the United States plus such 
gross income from sources without the 
United States as was actually received by 
them within the United States. (Code 
Sections 251 (a), 251 (b).) A taxpayer 
who benefits from this exemption is not 
allowed the credit for foreign taxes men- 
tioned above. (Code Section 251 (h); see, 






45 Cf. Biddle v. Commissioner, 38-1 ustc § 9040, 
302 U. S. 573 (1938). This case involved British 
taxes and is no longer law in that respect, in 
view of Art. XIII of the United States-United 
Kingdom tax convention. With respect to other 
foreign taxes, however, the case is presumably 
still law. 

46 The term ‘‘possession’’ does not include the 
Virgin Islands and, with respect to individual 
citizens, does not include Puerto Rico. (Code 
Sec. 251 (d).) 








also, Code Section 131 (g).) If the tax- 
payer is a subsidiary corporation, its domes- 
tic parent corporation is entitled to a credit 
for the tax paid by the subsidiary (Code 
Sections 131 (f), 131 (g)) but is denied 
the 85 per cent credit for dividends re- 
ceived from the subsidiary. (Code Section 
26 (b).) The subsidiary also cannot be 
included in a consolidated tax return. (Code 
Section 141 (e) (4).) 


In international, just as in domestic, busi- 
ness operations, various tax advantages may 
result from the splitting of a business ven- 
ture into several separate enterprises.“ Thus, 
some activities might be carried on by an 
individual or by a partnership, others by 
one or several corporations. The organiza- 
tions engaging in the various operations 
may be established under American or 
under foreign law. Corporations are, as a 
rule, entitled to a tax credit amounting 
to 85 per cent of dividends received from 
a domestic corporation (Code Sections 13 
(a) (1), 15 (a), 26 (b) (1)) and, under 
certain conditions, also of the dividends 
received from a resident foreign corpora- 
tion. (Cf. Code Section 26 (b) (3).) An 
“affiliated group of corporations” has the 
privilege of filing a consolidated tax return. 
(Code Section 141.) No foreign corpora- 
tion can be included in the affiliated group 
except Canadian and Mexican corporations 
which are wholly owned or controlled by 
a domestic corporation and are maintained 
solely in order to comply with the laws 
of Canada or Mexico regarding title or 
ownership of property. (Code Sections 141 
(e) (3), 141 (g).) The main advantages of 
a consolidated return are that intercompany 
transactions can be carried out without 
creating taxable gains and operating losses 
of one company can be offset against the 
profits of other companies. In return for 
these benefits, an additional tax of 2 per 
cent is imposed on the consolidated in- 
come. (Code Section 141 (c).) Where 
foreign corporations are excluded from the 
affliated group for the purposes of filing 
a consolidated return, it may sometimes be 
more advantageous to do business in a 
foreign country through a branch estab- 


47 For example: the 22 per cent surtax on 
corporate income over $25,000 may be avoided 
(cf. Code Sec. 15); the excess profits tax may 
be inapplicable, in view of the $25,000 credit 
(cf. Code Secs. 430 and following); the problem 
of improper accumulations of corporate surplus 
and the resultant penalty tax under Code Sec. 
102 may be alleviated. 
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lishment, rather than through a foreign 
subsidiary corporation. 

Our courts have stated numerous times 
that a taxpayer has the right to decrease 
the amount of his taxes or to avoid them 
altogether by legitimate devices.“ Mere 
form, however, will not be permitted for 
tax purposes to disguise the true nature 
of a transaction. In general, the separate 
legal entity of a corporation, even a “one- 
man” corporation,” has been recognized by 
the courts.” The corporate entity is, how- 
ever, disregarded if it is a mere sham or 
cloaking device which has no_ business 
purpose.” 


If the separate entity of two or more 
enterprises is upheld, the Commissioner 
may still make his own allocation of gross 
income, deductions, credits or allowances 
among them in order to determine their 
true net income if they are owned or in 
any way controlled directly or indirectly 
by the same interests.” The Commissioner 
is empowered to determine what the tax- 
able net income of a controlled taxpayer 
would have been if the taxpayer had been 


uncontrolled and dealing at arm’s length. 


with another uncontrolled taxpayer. (Regu- 
lations 111, Section 29.45-1.) The Commis- 
sioner has attempted to use this authority 
in cases where controlled companies shared 
rental or other expenses or where one 
controlled company made payments to 
another in the form of service fees, royal- 
ties, interest, commissions or purchase 
prices. This power can be asserted not only 
for the purpose of determining the true 


46 See Commissioner v. Tower, 46-1 ustc { 9189, 
327 U. S. 280 (1946); Gregory v. Helvering, 
35-1 ustc f 9043, 293 U. S. 465, 469 (1934)—‘‘the 
legal right of a taxpayer to decrease the amount 
of what otherwise would be his taxes, or alto- 
gether avoid them, by means which the law 
permits, cannot be doubted.’’ Jones v. Grinnell, 
50-1 ustc § 9193, 179 F. (2d) 873, 874 (CA-10); 
Peterson & Pegau Baking Company, CCH Dec. 
775, 2 BTA 637, 640 (1925). 

4 Cf. Moline Properties, Inc. v. U. 8., 43-1 
ustc { 9464, 319 U. S. 436 (1942); Burnet v. 
Commonwealth Improvement Company, 3 vustc 
{ 1009, 287 U. S. 415 (1932); John K. Greenwood, 
CCH Dee. 117, 1 BTA 291 (1925). 

” Of. Consumers Construction Company v. 
Commissioner, 38-1 ustc { 9120, 94 F. (2d) 731 
(CCA-1), cert. den. 304 U. S. 577; W. J. Hunt, 
CCH Dec. 1878, 5 BTA 356 (1926); Brost Motors, 
CCH Dec. 16,679(M), 7 TCM 806 (1948). 

Cf. Hay v. Commissioner, 44-2 ustc { 9522, 
145 F. (2d) 1001 (CCA-4), cert. den. 324 U. S. 
863; Seattle Hardware Company v. Squire, 49-1 
ustc J 9155, 83 F. Supp. 106 (D. C. Wash.), aff'd 
50-1 ustc f 9290, 181 F. (2d) 188 (CA-9); Paymer 
v. Commissioner, 45-2 ustc J 9353, 150 F. (2d) 334 
(CCA-4); Hans F. Wriedt, CCH Dec. 15,630(M), 
6 TCM 144 (1947). 
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income of corporations™ but it also covers 
any domestic or foreign business enterprise 
whether it is organized as a corporation, 
partnership or in any other form and 
whether it operates within or without the 
United States. (Regulations 111, Section 
29.45-1 (a).) 


Tax Advantages 
of Certain Organizations 


Special tax benefits are conferred upon 
domestic “ corporations if they are so-called 
Western Hemisphere Trade Corporations. 
In order to attain this status, a corpora- 
tion must do business exclusively in North, 
Central or South America, or the West 
Indies or Newfoundland. It must, further- 
more, derive at least 95 per cent of its 
gross income during the past three years 
from sources outside the United States 
and at least 90 per cent from the active 
conduct of a business. (Code Section 109.) 
A corporation which produces, manufac- 
tures or processes goods in the United 
States and sells them in Western Hemis- 
phere countries, therefore, cannot qualify.” 


If, however, such a corporation forms 


a domestic subsidiary corporation which 
purchases the goods from the parent manu- 
facturer and sells them in Western Hemis- 


phere countries, the subsidiary may enjoy 
the status of a Western Hemisphere Trade 
Corporation.” In addition to the usual 
credits and deductions, Western Hemis- 
phere Trade Corporations are allowed for 
tax purposes a credit equal to from 27 
per cent to 30 per cent of their normal-tax 


52 Code Sec. 45; see, also, Sherman, ‘‘A Case 
History of Section 45,’’ TAxEs—The Tax Maga- 
zine, January, 1951, p. 13; Swartz, ‘‘Transac- 
tions Between Related Corporations,’’ TAxES— 
The Tax Magazine, October, 1948, p. 941; Holz- 
man, ‘‘Arm’s Length Transactions and Section 
45,’’ TAxES—The Tax Magazine, May, 1947, p. 
389. 

53 If control of a corporation is acquired prin- 
cipally in order to avoid or evade taxes, certain 
deductions, credits and other allowances are 
denied. (Code Sec. 129 (a).) 

54 With reference to China Trade Act Corpo- 
rations, see 42 Stat. 849, 15 USC Ch. 4 (1934); 
Code Secs. 261 and following. 

55 As pointed out before, income from the sale 
of property produced in the United States and 
sold abroad is treated as partly from sources 


_ within and partly without the United States. 


(Code Sec. 119 (e) (2).) A manufacturing cor- 
poration, therefore, would not satisfy the 95 
per cent foreign income requirement of Sec. 109. 

56 Tt has been held that the provisions of Code 
Sec. 129 do not apply to the creation of such a 


new domestic subsidiary. (I. T. 3757, 1945 CB 
200.) 





net income. (Code Section 26 (i).) They 
may be members of an affiliated group for 
the purpose of a consolidated return with- 
out being subject to the special 2 per cent 
tax generally imposed in connection there- 
with. (Code Section 141 (c).) 


Domestic corporations are exempted from 
the excess profits tax™ if at least 95 per 
cent of their gross income during the past 
three years has been derived from sources 
without the United States and if at least 
50 per cent of their gross income was de- 
rived from the active conduct of a business. 
(Code Section 454.) This provision covers, 
but is not limited to, Western Hemisphere 
Trade Corporations. 


Citizens or residents of the United States 
or domestic corporations sometimes prefer 
to carry on their foreign business activities 
through a foreign corporation. In general, 
the American stockholders of foreign cor- 
porations are not subject to United States 
taxation on the income of foreign corpora- 
tions unless and until dividends are dis- 
tributed to them. Neither the normal tax 
and surtax imposed on the income of 
domestic corporations nor the penalty tax 
imposed on improperly accumulated corpo- 
rate surplus (Cf. Regulations 111, Section 
29.102-1) applies to the income derived by 
foreign corporations from sources outside 
the United States, even if the income is 
actually received and held within the United 
States. It follows that foreign corporations, 
although completely owned by American 
interests, are not subject to any United 
States income tax if they sell solely with- 
out the United States or otherwise engage 
in business transactions which do not result 
in income from sources within the United 
States. 


Holding Companies 
as Tax Pitfalls 


American taxpayers planning to organize 
a foreign corporation should carefully ‘study 
whether the proposed foreign corporation 
might not come within the definition of 


5t Remuneration received by a domestic cor- 
poration from sources without the United States 
for rendering technical assistance to a related 
foreign corporation is excluded from excess 
profits net income. (Code Sec. 433 (a) (1) (R).) 

5388 Cf. American Package Corporation v. Com- 
missioner, 42-1 ustc { 9258, 125 F. (2d) 413 
(CCA-4); O’Sullivan Rubber Company v. Com- 
missioner, 41-2 ustc {§ 9521, 120 F. (2d) 845 
(CCA-2); Fowler Brothers & Cox, Inc., CCH 
Dec. 12,555, 47 BTA 103 (1942), aff’d 43-2 ustc 
| 9650, 138 F. (2d) 774 (CCA-6). 





either a foreign personal holding company 
or a regular personal holding company. 
Even corporations organized for the active 
conduct of business may inadvertently place 
themselves within the scope of these defini- 
tions. The presence or absence of a tax- 
avoidance motive is of no importance in 
this connection.” A foreign corporation is 
a foreign personal holding company if two 
factors are present: (1) A certain pre- 
scribed percentage™ of its gross income 
from all sources within or without the 
United States® must consist of dividends, 
interest, royalties, annuities, income from 
securities or commodity transactions, per- 
sonal service contracts or other items 
of so-called “foreign personal holding com- 
pany income” as described in the statute 
(Code Sections 331 (a) (1), 332); and (2) in 
addition, more than 50 per cent in value 
of its outstanding stock must be owned 
directly or indirectly by or for not more 
than five citizens or residents of the United 
States. (Code Section 331 (a) (2).) For 
the purpose of determining whether the 
stock-ownership percentage has been met, 
the Internal Revenue Code provides (Code 
Section 333 (a) (1); Regulations 111, Sec- 
tions 29.333 (a)-2 to 29.333 (a)-6) that stock 
held directly or indirectly by or for a 
corporation, partnership, estate or trust 
shall be considered as being owned pro- 
portionately by the stockholders, partners 
or beneficiaries, as the case may be, who 
have a present legal interest therein.” Fur- 
thermore, for stock-ownership purposes, 
members of a family or a partnership are 
treated as one person. (Code Section 333 
(a) (2).) Also, holders of stock options or 
of bonds or other corporate obligations 
convertible into stock are deemed to be 
stock owners. (Code Section 333 (b); 
Regulations 111, Section 29.333(b).) 


If a corporation is a foreign personal 
holding company, the statute compels its 
stockholders (whether they be United States 
citizens or resident individuals, domestic 
corporations, partnerships, estates or trusts) 
to include their proportionate share of the 


38 Cedarburg Canning Company v. Commis- 
sioner, 45-2 ustc { 9333, 149 F. (2d) 526 (CCA-7). 

60 At least 60 per cent in the first year and at 
least 50 per cent in later years. (Code Sec. 331 
(a) (1).) 

61 Cf. Code Sec. 334 (a). It includes interest 
on United States Government obligations even 
though received by a foreign corporation not 
engaged in business in the United States. (Regs. 
111, Sec. 29.334-1.) 

62 Cf. Steuben Securities Corporation, CCH 
Dec. 12,932, 1 TC 395 (1943)—a case involving 
a personal holding company. 
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undistributed net income™ of the company 
in their taxable income.“ 

Even if the foreign corporation is not a 
“foreign personal holding company,” it may 
still come within the classification of a 
regular “personal holding company.” To 
fall within this latter category, a certain 
prescribed percentage of the company’s 
gross income must consist of so-called 
“personal holding company income”® and 
more than 50 per cent in value of its 
outstanding stock must be owned directly 
or indirectly by or for not more than five 
individuals (Code Section 501 (a) (2)) who 
need not be United States citizens or resi- 
dents. The rules as to constructive owner- 
ship, applicable in the case of foreign 
personal holding companies, apply equally to 
regular personal holding companies. (Cf. 
Code Section 503; Regulations 111, Section 
29.503(a).) In determining whether the in- 
come of a foreign corporation meets the 
requirements of the personal holding com- 
pany statute, only its gross income from 
sources within the United States is taken 
into consideration.” It is therefore easily 
possible that a foreign business concern 
will be a personal holding company, even. 
though the bulk of its income is derived 
from ordinary business operations, if its 
United States income consists of personal 
holding company income.” A foreign cor- 
poration, however, which is wholly owned 
or controlled directly or indirectly by non- 
resident aliens will not be treated as a 
personal holding company if more than 50 
per cent of its total gross income is derived 
from sources outside the United States. 


While in the case of a foreign personal 
holding company the undistributed income 


®§The so-called *“‘Supplement P net income.’’ 
(Code Sec. 335.) 

“4 Code Sec. 337. If a foreign personal holding 
company owns stock of another foreign personal 
holding company, the net income of the first 
company is increased by the amount which it 
would have received as dividend if the second 
company had distributed its net income. (Code 
Sec. 334 (b).) A foreign personal holding com- 
pany is not relieved from the usual taxes pay- 
able by foreign corporations. (Cf. Code Sec. 
231.) 

® At least 80 per cent in the first year and at 
least 70 per cent in subsequent years. (Cf. Code 
Sec. 502; Regs. 111, Sec. 29.502-1.) 

°*§ Income which is not fixed or determinable, 
annual or periodical, such as capital gains, is 
included. 
18077, 1937-1 CB 123.) 

* Cf. Porto Rico Coal Company v. Commis- 
sioner, 42-1 ustc { 9315, 126 F. (2d) 212 (CCA-2). 

8 Regs. 111, Sec. 29.500-1; see A. G. Fides v. 
Commissioner, 43-2 ustc { 9574, 137 F. (2d) 731 
(CCA-4), cert. den. 320 U. S. 797. For changes 


made by tax conventions, see subsequent dis- 
cussion. 
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(Cf. Regs. 111, Sec. 29.500-1; G. C. M. © 


is taxed directly to the stockholders, the 
tax imposed in the case of a regular per- 
sonal holding company is levied on the 
corporation. The company pays a surtax 
equal to 75 per cent or 85 per cent of its 
undistributed net income.” Although in 
most cases a personal holding company 
status constitutes a tax burden, it may be of 
advantage in some situations. The excess 
profits tax does not apply to personal hold- 
ing companies. (Code Section 454 (d).) A 
company, therefore, which would otherwise 
be subject to the excess profits tax may be 
able to avoid it by meeting the require- 
ments of being a personal holding com- 
pany. At the same time it may avoid the 
personal holding company surtax by dis- 
tributing all of its income. 


Foreigners Engaged in Business 
with or in the United States 


The United States Internal Revenue Code 
taxes nonresident alien individuals and for- 
eign corporations only on income from 
United States sources.” A distinction is 
made between nonresident alien individuals ™ 
or foreign corporations” not engaged in 
business in the United States and nonresi- 
dent alien individuals or foreign corpora- 
tions engaged in business in the United 
States.” It is therefore important to ascer- 
tain the meaning of the term “engaged in 
business in the United States.” 


The purchase or sale of merchandise in 
the United States may constitute doing 
business in the country. In this connection, 
the place of title passage is immaterial. 


6 The so-called ‘‘undistributed Sub-Chapter A 
net income.’’ Code Sec. 500. 

7 Cf. Code Secs. 211 (individuals) and 231 
(corporations). The President of the United 
States may, within certain limits, double the 
tax rates in the case of citizens and corporations 
of foreign countries which impose discrimina- 
tory or extraterritorial taxes on United States 
citizens or corporations. (Code Sec. 103.) 

1 Cf. Code Sec. 211 (a); Regs. 111, sec. 
29.211-2; see, also, Franz Martin Joseph, article 
cited, footnote 36. Alien residents of Puerto 
Rico are considered residents of the United 
States. (Regs. 111, Sec. 29.251-4.) 

72 Cf. Code Sec. 231 (a). Foreign corporations 
not engaged in business in the United States are 
referred to as ‘‘nonresident foreign corpora- 
tions.’’ (Regs. 111, Sec. 29.231-1.) Corporations 
organized under the laws of United States pos- 
sessions are foreign corporations. (Regs. 111, 
Sec. 29.251-4.) 

73 Cf. Code Secs. 211 (b) (individuals) and 231 
(b) (corporations). Foreign corporations en- 
gaged in business in the United States are re- 
ferred to as ‘“‘resident foreign corporations.’”’ 
(Regs. 111, Sec. 29.231-1.) 
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Even a small number of transactions “ and 
a presence of only a few days’ duration™ 
in the United States may give rise to an 
American business. If purchases or sales 
are completed abroad, no business is done 
in the United States. The same applies if 
the only activities in the country consist of 
the solicitation of orders. The effecting of 
purchases or sales through agents or em- 
ployees in the United States would cause a 
foreign principal to be engaged in Ameri- 
can business.” The same result would 
probably follow if a foreign vendor were 
to make deliveries from a stock of mer- 
chandise maintained in the United States. 
The performance of services in the United 
States at any time during the taxable year, 
such as the installation or servicing of 
machines and equipment, would constitute 
doing business. (Code Section 211 (b); 
Regulations 111, Section 29.211-7 (c).) The 
rendition of personal services by nonresi- 
dent alien individuals for nonresident for- 
eign employers, however, has received special 
statutory treatment.” The mere ownership 
of investments in the country and the 
receipt of income from the investments do 
not establish a United States business.” 
This rule was applied in the case of the 
nonresident alien owner of a building which 
was operated by the lessee.” Yet, if Ameri- 
can real estate is actively managed by the 
foreign owner, whether directly or through 
agents, the owner is engaged in business in 


™4In The Linen Thread Company, Ltd., CCH 
Dec. 17,620, 14 TC 725 (1950), two fortuitous 
sales were held not to constitute business in the 
United States. Cf. also, European Naval Stores 
Company, CCH Dec. 16,518, 11 TC 127 (1948). 

% Cf. O. D. 291, 1 CB 98 (1919). 

7% Cf. The Linen Thread Company, Ltd., cited 
at footnote 74; O. D. 294, 1 CB 213 (1919). 

7 Cf. I. T. 2792, XIII-1 CB 85 (1934); G. C. M. 
21219, 1939-1 CB 201. 

73 Personal services rendered in the United 
States by a nonresident alien individual not 
engaged in business in the United States, for 
a foreign employer not engaged in business in 
the United States, are excepted from the defi- 
nition of ‘‘engaged in business in the United 
States,’ provided the alien employee spent less 
than 90 days of the taxable year in the United 
States and his compensation for such services 
did not exceed $3,000. (Code Sec. 211 (b).) 

7 For example, the maintenance of an Ameri- 
can office solely for collecting dividends and 
interest was not a United States business. 
(Scottish American Investment Company, Ltd., 
CCH Dec. 16,773, 12 TC 49 (1949); cf. I. T. 3260, 
1939-1 CB 199.) 

8 Evelyn M. L. Neill, CCH Dec. 12,251, 46 
BTA 197 (1942). 

81 Cf, Pinchot v. Commissioner, 40-2 ustc J 9592, 
113 F. (2d) 718 (CCA-2); Investor’s Mortgage 
Security Company, Ltd., CCH Dec. 14,333(M), 
4 TCM 45 (1945); Hstate of Frances S. Yer- 
burgh, CCH Dec. 14,930(M), 4 TCM 1145 (1945). 











the United States." By special statutory 
provision (Code Section 211 (b); Regula- 
tions 111, Sections 29.211-7 (c), 29.212-1 
(individuals)) the effecting of certain com- 
modity and security transactions through 
resident brokers and similar persons is 
excepted from the definition of being “en- 
gaged in business.”™ This exception was 
held inapplicable where the broker re- 
ceived his instructions from a local repre- 
sentative of the foreign party in interest.™ 


Whenever a foreign partnership is not a 
separate legal entity, its activities in the 
United States determine the status of each 
of its members.* The status of a trustee, 
however, does not govern that of the bene- 
ficiary.* A foreign parent corporation is 
not necessarily engaged in business in the 
United States by reason of the American 
operations of its subsidiary. Directorship 
in domestic corporations and the attend- 
ance of stockholders’ and directors’ meet- 
ings also do not, in themselves, constitute 
doing business in the United States.” 


Nonresident alien individuals who are at 
any time during the year engaged in busi- 
ness in the United States are, in general, 
taxable in the same manner as citizens and 
alien residents of the United States with 
respect to all income received from United 
States sources, including capital gains,” 
less expenses, foreign taxes,® losses and 
other deductions allocable to such income.” 


8° The exception also applies to foreign cor- 
Porations, as appears from the Regulations. 
(Regs. 111, Secs. 29.231-1 (b), 29.231-2 (a).) 

8% Fernand C. Adda, CCH Dec. 16,244, 10 TC 
273 (1948), aff'd 49-1 ustc 9109, 171 F. (2d) 457 
(CCA-4, 1948), cert. den. 336 U. S. 952; cf., also, 
Nubar v. Commissioner, 50-2 ustc J 9502, 185 F. 
(2d) 584 (CA-4), rev’g CCH Dec. 17,244, 13 TC 
566; cert. den. 341 U. S. 925 (1951). 

8 Code Sec. 219; Regs. 111, Sec. 29.219-1; see 
Craik v. U. 8., 40-1 ustc J 9222, 31 F. Supp. 132 
(Ct. Cls.). As to foreign partnerships which are 
legal entities, see G. C. M. 18718, 1937-2 CB 476 
(French Société en commandite simple). 

8 Regs. 111, Sec. 211-7 (c); Gustava Kluehn, 
CCH Dec. 12,529, 46 BTA 1211 (1942). 

86 Cf. Turner v. McCuen, 2 ustc {f 572, 9 AFTR 
1664 (DC Vt., 1930) (estate tax case). 

87 Cf. Mim. 4471, XV-2 CB 112 (1936). 

88 If allocable to taxable income from United 
States sources. (Cf. G. C. M. 3179, VII-1 CB 240 
(1928), amended by G. C. M. 6953, VIII-2 CB 198 
(1929).) Foreign taxes attributable to income 
which is not taxable in the United States are not 
deductible. (I. T. 1403, I-2 CB 144 (1922).) 

89 Cf. Regs. 111, Secs. 29.119-9, 29.119-10. The 
expenses of a French citizen and resident and 
of his manager, incurred in traveling to the 
United States in order to fulfill performance 
contracts, were allowed as deductions rateably 
in the proportion of United States income to 
total income. (G. C. M. 26013, 1949-2 CB 76; 
see, also, I. T. 3034, XV-2 CB 136 (1936)—United 
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Similarly, foreign corporations engaged in 
trade or business in the United States are, 
as a rule,” subject to income and excess 
profits taxes in the same manner as 
domestic corporations (Cf. Code Sections 
13, 15, 231 (b)), with respect to their in- 
come from United States sources less al- 
locable expenses, deductions ™ and credits.” 
In view of the 85 per cent dividends-received 
credit available to resident corporations, it 
may at times be advantageous for foreign 
corporations to qualify as residents. 


Nonresident alien individuals not engaged 
in business in the United States and nonresi- 
dent foreign corporations pay tax, at a 
flat rate,“ only on their fixed or determinable 
annual or periodical gross income which 
does not include capital gains.“ Nonresident 
alien individuals ® are, however, subject to 
tax on capital gains from United States 
sources if the individuals spent a certain 
length of time in the United States™ or 
were actually present at the time when the 
capital gain was realized. (Code Section 
211 (a) (1) (B) (i).) In the case of a for- 
eign author who received a lump-sum pay- 
ment from his American publishers, it was 
held that his receipts were in the nature of. 
royalties and not of a sales price, since he re- 
tained certain rights in his literary property.” 


A nonresident alien individual not en- 


gaged in business in the United States, 
whose American gross income in-.any year 
exceeds the sum of $15,400, is taxed on his 
net income® from United States sources 


at the rates applicable to citizens and 
resident aliens, but in no event at less than 


(Footnote 89 continued) 
States expenses of nonresident alien pianist are 
fully deduetible. ) 

“” For foreign insurance companies, see Code 
Sees. 201-207; Standard Marine Insurance Com- 
pany, Ltd., CCH Dec. 1627, 4 BTA 853 (1926); 
Marine Insurance Company, Ltd., CCH Dec. 
1623, 4 BTA 867 (1926); G. C. M. 7592, IX-1 CB 
213 (1930). 

"Cf. Code Secs. 23, 232; Regs. 111, Sec. 
29.119-2 (allocation); Stockholms Enskilda Bank, 
CCH Dec. 10,754, 40 BTA 107 (1939); Yoko- 
hama Ki-Ito Kwaisha, Ltd., CCH Dec. 2102, 
5 BTA 1248 (1927). As to deduction for foreign 
taxes, see Palatine Insurance Company, Ltd., 
CCH Dec. 14,187, 4 TC 239 (1944), app. dism’d 
November 8, 1945 (CCA-2); also S. M. 5363, V-1 
CB 89 (1926), and G. C. M. 19902, 1938-1 CB 354. 

% Cf. Code Sec. 26. The foreign tax credit is 
not allowed. (Code Sec. 234.) 

*% Thirty per cent. 
231 (a).) Nonresident foreign corporations are 
not subject to the excess profits tax. (Code Sec. 
454 (e).) 

*’ As to other exempt income, for example, 
bank interest and certain United States bond 
interest, see footnote 14. 

“* This provision does not apply to nonresi- 
dent foreign corporations. 
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(Code Secs. 211 (a) (1) (A), - 


a prescribed minimum rate on his gross in- 
come.” Nonresident alien individuals not 
engaged in United States business and 
nonresident foreign corporations are not 
required to include in their gross income, 
earnings derived from the operation of 
ships or aircraft of foreign registry. When 
they are engaged in United States business, 
this exemption is awarded to them only 
if the country of registry grants a simi- 
lar exemption to United States citizens 
and corporations. (Regulations 111, Sections 
29.212-2 (individuals) and 29.231-3 (corpo- 
rations).) 


It has already been pointed out that 
foreign corporations may become subject 
to holding company taxes even though they 
are bona fide business corporations. Fur- 
thermore, both resident and nonresident 
foreign corporations” are, with respect to 
their income from United States sources, 
subject to the penalty tax imposed on im- 
proper accumulations of surplus if any of 
their stockholders are United States citizens 
or residents or certain nonresident aliens 
or foreign corporations. 


‘Conventions 


to Avoid Double Taxation 


The United States income tax law con- 
cerning the taxation of nonresident aliens 
and foreign organizations has been modi- 
fied in many respects by bilateral treaties 
for the avoidance of double taxation. A 
large number of such treaties are already 
in effect.” Many more will probably enter 


%° At least 90 days. (Code Sec. 211(a)(1)(B) 
(ii).) 

% Wodehouse v. Commissioner, 49-1 ustc { 9310, 
337 U. S. 369; cf. Sax Rohmer, CCH Dec. 14,591, 
5 TC 183 (1945), aff'd 46-1 ustc 7 9130, 153 F. 
(2d) 61 (CCA-2), cert. den. 328 U. S. 862; Mis- 
bourne Pictures v. Commissioner, 50-1 ustc 
1 9348, 90 F. Supp. 978 (DC N. Y.), aff'd 51-1 
ustc { 9347 (CA-2)—motion picture film. 

%*% That is, gross income from United States 
sources after deductions allocable thereto. (Cf. 
Sax Rohmer, CCH Dec. 17,734, 14 TC 1467 
(1950).) 

®” His minimum tax may not be less than 30 
per cent of his statutory gross income from 
United States sources. (Cf. Code Sec. 211 (c).) 
For treaty changes, see various treaties dis- 
cussed later. 

10 Other than regular or foreign personal 
holding companies. (Cf. Code Sec. 102 (a).) 

101 (a) Nonresident aliens who would be sub- 
ject to surtax with respect to distributions made 
by such foreign corporations or (b) foreign cor- 
porations, any of.whose stockholders are in the 
category described in (a). (Cf. Regs. 111, Sec. 
29.102-1.) 

102 United States-Canada (effective January 1, 
1941; supplemental convention, effective Janu- 

(Continued on following page) 
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into force in the near future.” These con- 
ventions vary in detail. Certain basic princi- 
ples, however, are common to all of them. 


Each convention provides that an enter- 
prise carried on by an alien residing in, or 
an organization created by, a foreign treaty 
country™ shall not be subject to United 
States income taxation in respect of its 
industrial and commercial profits from 
United States sources unless such profits 
are allocable to a permanent establishment 
in the United States. The concept of the 
“permanent establishment” has not yet been 
fully clarified. It appears clear, though, 
that a person or enterprise may be engaged 
in business in the United States and still 
not have a permanent establishment therein. 
Some kind of fixed place of business is 
necessary for a permanent establishment. 
Even if an enterprise has a fixed office or 
place of business in the United States, it is 
not deemed to have a permanent establish- 
ment if its activities in the United States 
are confined to the purchase of merchan- 
dise.* Isolated business transactions carried 
on in the United States by treaty-country 
individuals or enterprises, or by domestic 
agents on their behalf would not create a 


(Footnote 102 continued) 
ary 1, 1951); United States-Denmark (effective 
January 1, 1948); United States-France (effec- 
tive January 1, 1945; supplemental convention, 
effective January 1, 1950); United States-Ireland 
(effective January 1, 1951); United States-Neth- 
erlands (effective January 1, 1947); United 
States-New Zealand (effective January 1, 1951); 
United States-Norway (effective January 1, 
1951); United States-Sweden (effective January 
1, 1940); United States-Switzerland (effective 
January 1, 1951); United States-United King- 
dom (effective July 25, 1946). 

103 (a) Treaties signed and awaiting ratifica- 
tion: United States-Belgium (signed October 
28, 1948); United States-Finland (signed March 
3, 1952); United States-Greece (signed February 
20, 1950): United States-Union of South Africa 
(signed December 13, 1946); (b) treaty discus- 
sions in progress with Argentina, Australia, 
Austria, Brazil, Colombia, Cuba, Israel, Italy, 
Japan, Luxembourg, Mexico, Philippines, Uru- 
guay. 

104 This applies only to such alien individuals 
or organizations as are not considered residents 
of the United States for United States tax pur- 
poses. On double residence generally, see Franz 
Martin Joseph, article cited, footnote 36. 

10 Cf. Belgium, Art. III(1); Canada, Art. I; 
Denmark, Art. III(1); France, Art. 3; Greece, 
Art. III(1); Ireland, Art. III(1); Netherlands, 
Art. IITI(1); New Zealand, Art. III(2); Norway, 
Art. III(1); Sweden, Art. II, Protocol Art. 1; 
Switzerland, Art. III; Union of South Africa, 
Art. V(1), Protocol Art. IV; United Kingdom, 
Art. ITI(1). 

16 Cf. Belgium, Art. III(2); Canada, Art. I; 
Denmark, Art. III(2); France, Art. 3; Greece, 
Art, III(3); Ireland, Art. III(4); Netherlands, 
Art. III(3); New Zealand, Art. III(4); Norway, 
Art. ITI(2); Sweden, Art. II; Switzerland, Art. 


permanent establishment in the United 
States. An- American agent who regularly 
enters into contracts on behalf of a foreign 
principal does not constitute a permanent 
establishment if the contract conditions are 
laid down by the principal. The main- 
taining of a stock of samples in the United 
States by an agent or the occasional filling 
of orders from incidental stocks in the 
United States also does not result in a per- 
manent establishment for the foreign principal. 


The treaties, furthermore, change the 
United States law regarding taxation of in- 
vestment income received by aliens residing 
in, and organizations created by, treaty 
countries, provided the recipients are not 
engaged in business in the United States 
through a permanent establishment.” As 
to those payees, the maximum tax rate on 
dividends is set at 15 per cent in several 
treaties. In some cases it is reduced to 
5 per cent on dividends paid by domestic sub- 
sidiaries to parent corporations of a foreign 
treaty country.” Similarly, interest pay- 
ments are subject to reduced tax rates 
under a number of conventions™ and are 
completely tax exempt under others.” Fur- 
thermore, while under the Internal Revenue 


III; Union of South Africa, Art. V(2); United 
Kingdom, Art. III(4). 

107 See the definitions of ‘‘permanent establish- 
ment’’ in the various treaties and the examples 
contained in the implementing United States 
Treasury Regulations, for example, T. D. 5777, 
Sec. 7.593 (a) (Denmark); T. D. 5569, Sec. 7.515 
(a) (United Kingdom), etc. 

1088 In most treaties, the status of the foreign 
individual or enterprise is. defined in terms of 
not having a permanent establishment. A few 
conventions, however, use the term ‘‘not engaged 
in business,’’ for example, United Kingdom, 
Arts. VI-IX, Ireland, Arts. VI-IX. 

109 Cf. Canada, Art. XI(1); Denmark, Art. VI; 
Ireland, Art. VI(1); Netherlands, Art. VII; New 
Zealand, Art. VI; Sweden, Art. VII; Switzer- 
land, Art. VI; United Kingdom, Art. VI. In the 
Swedish treaty, the rate is reduced to 10 per 
cent (cf. Art. VII). 

10 The foreign parent corporation must di- 
rectly or indirectly control at least 95 per cent 
of the entire voting power of the subsidiary, 
and not more than 25 per cent of the gross in- 
come of the subsidiary may be derived from 
interest and dividends other than interest and 
dividends received from its own subsidiaries. 
(Cf. Belgium, Art. VIII; Canada, Art. XI(2), 
Protocol, Art. 6, amended by supplemental con- 
vention, Art. I(N); Denmark, Art. VI(3); Ire 
land, Art. VI(1); Netherlands, Art. VII(1); New 
Zealand, Art. VI(1); Switzerland, Art. VI(2); 
United Kingdom, Art. VI(1).) Caveat: See the 
provisions of the various conventions concern- 
ing denial of the reduced rate ‘‘if the relation- 
ship of the two corporations has been arranged 
. . . primarily with the intention of securing 
such reduced rate.”’ 

111 Cf. Switzerland, Art. VII (5 per cent). 

112 Cf. Denmark, Art. VII; Greece, Art. VI; 
Ireland, Art. VII; Netherlands, Art. VIII; Nor- 
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Code dividends or interest paid by certain 
foreign corporations is classified as income 
from United States sources and is, there- 
fore, taxable, this rule is abrogated in the 
majority of the conventions.” Many trea- 
ties also eliminate the tax on royalty in- 
come,* although some expressly deny this 
exemption in the case of motion picture 
royalties.” Capital gains which, under the 
ordinary tax law, are taxable in the hands 
of some nonresident alien individuals are 
rendered nontaxable by most conventions.” 

The tax-exemption provisions pertaining 
to compensation for personal services re- 
ceived by alien employees temporarily present 
in the United States have been liberalized 
by treaty.“* In some cases, such compen- 
sation is now tax exempt even if the services 
are rendered to a United States employer.” 


Two conventions’ declare the personal 
holding company surtax provisions and the 
penalties tax provision for improper ac- 
cumulations of surplus to be inapplicable 
to corporations of the respective foreign 


(Footnote 112 continued) 
way, Art. VI; United Kingdom, Art. VII. Under 
the treaties with Greece, Ireland, the Nether- 


lands and the United Kingdom, the exemption 


is denied if more than 50 per cent of the Ameri- 
can payor corporations is controlled by the 
foreign payee corporation. 

13 Unless the recipient is a citizen, resident 
or organization of the United States and, in the 
ease of Switzerland only, if the recipient is a 
nonresident alien residing in Switzerland or a 
Swiss corporation. (Cf. Canata, Art. XII, 
amended by supplemental convention, Art. I(G); 
Greece, Art. IX; Ireland, Art. XV; Netherlands, 
Art. XII; New Zealand, Art. XII (dividends 
only); Switzerland, Art. XIV; United Kingdom, 
Art. XV.) 

4 Cf, Belgium, Art. IX(2); Canada, supple- 
mental convention, adding Art. XIII C (limited 
to artistic and literary work); Denmark, Art. 
VIII; France, Art. 7; Greece, Art. VII; Ireland, 
Art. VII; Netherlands, Art. IX; Norway, Art. 
VII; Sweden, Art. VI; Switzerland, Art. VIII; 
United Kingdom, Art. VIII. The treaty language 
varies. Some conventions, for example, the one 
with Greece, appear to be confined to royalties 
for the use of industrial, commercial and scien- 
tific equipment. The New Zealand convention ex- 
empts motion picture rentals from tax (Art. 
VIII) and gives to New Zealand residents or 
organizations the election to pay tax on other 
royalties on a net income basis as if the tax- 
payer had a permanent establishment in the 
United States. (Art. VII.) 

15 For example, Canada, Greece, cited in foot- 
note 114. 

116 With the usual proviso that the taxpayer 
have no permanent establishment in the United 
States. (Cf. Canada, Art. VIII; France, Art. 
11 (refers only to gains from the sale or ex- 
change of ‘‘securities or commodities’’ while 
the other treaties use the wider term ‘‘capital 
assets’’); Sweden, Art. IX; United Kingdom, 
Art. XIV.) Similar provisions in the treaties 
with Ireland (Art. XIV), Denmark (Art. XII) 
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countries if a majority of the corporate 
voting stock is owned directly or indirectly 
by alien treaty-country residents. 


Restrictions 
and Requirements Abroad 


There are many factors outside of the 
field of taxation to be considered in organ- 
izing a new international business. Many 
ventures have been stultified by the maze 
of import and export restrictions prevailing 
in some countries. In studying the tariff 
laws of a country, it is advisable also to 
consider the prevailing consular and cus- 
toms procedure. In connection with ex- 
change regulations, the most important 
question usually is under what conditions 
capital and earnings can be withdrawn and 
converted into free currencies. In some 


foreign countries there might be danger of 
confiscation of private property. It is well 
to consider whether, in case of expropriation, 
adequate and prompt payment of compen- 


and the Netherlands (Art. XI) were rejected by 
the United States Senate. 


. 17 Exempt if the treaty-country alien was 
present in the United States for not more than 
183 days in the employ of a treaty-country resi- 
dent or organization. (Cf. Belgium, Art. XI; 
Canada, Art. VII, as amended by supplemental 
convention, Art. I(D); Denmark, Art. XI (not 
more than 180 days); France, Art. 9 (less than 
the taxable year); Greece, Art. X; Ireland, Art. 
XI; the Netherlands, Art. XVI; New Zealand, 
Art. IX; Norway, Art. X; Sweden, Art. XI (180 
days); Switzerland, Art. X; Union of South 
Africa, Protocol Art. II; United Kingdom, Art. 
XI.) 

118 In addition to the time limitations set forth 
in footnote 117, the total compensation in such 
cases may not exceed the sum of $10,000 ($5,000 
in the case of Canada). (Cf. Canada, Protoco! 
Art. I (D) (b); Greece, Art. X(b); Switzerland, 
Art. X(b). 

In the case of residents of Belgium, Denmark 
and Sweden, compensation up to $3,000 for per- 
sonal services rendered to a United States em- 
ployer is exempt if the alien spent not more 
than 90 days of the taxable year in the United 
States. (See footnote 117.) 

In the case of French residents, income from 
the exercise of a liberal profession is subject to 
United States tax only when the professional 
activity has a fixed center in the United States. 
(Cf. Art. 10.) 

Professional entertainers, such as actors, etc., 
are, in a number of conventions, expressly ex- 


,» cluded from the benefits of the exemptions on 
. income from personal services, 


for example, 
New Zealand, Art. II(4); Sweden, Art. XI(d); 
Union of South Africa, Protocol Art. II(3). 


119 Of. Canada, Art. XIII, as amended by sup- 
plemental convention, Art. I(H), T. D. 5206, Sec. 
7.33; United Kingdom, Art. XVI, T. D. 5569, 
Sec. 7.525. A similar provision in the treaty 
with Ireland (Art. XVI) was rejected by the 
United States Senate. 
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sation to be determined in fair proceedings 
is assured. Often it is also important to 
make arrangements so that in case of in- 
ternational emergency the enterprise will 
not be hampered by technical rules of 
blocking or enemy legislation. Considera- 
tion should also be given to the question 
of possible competition by concerns which 
are directly or indirectly owned or sub- 
sidized by a foreign government. 


If business is to be done in a foreign 
country, the right to visit and reside in the 
country becomes essential. The conditions 
under which employment can be taken, 
business done and premises rented, are an 
important factor. The question whether 
and in what manner a foreign business 
concern may engage in business in a country 
and to what extent it will be able to obtain 
redress in the courts of that country, re- 
quires study, 


There are countries in which even citi- 
zens must obtain a license to engage in al- 
most any kind of business activity. Most 
countries, however, require licenses of their 
citizens only if they wish to enter certain 
special fields. Whenever a license or authoriza- 
tion is required for citizens, the same applies to 
aliens as a minimum condition. The for- 
mation of a business organization can be 
accomplished in some countries by simple 
contract or registration, while in others 
government authorization is a prerequisite. 


The law of every country contains some 
additional provisions applicable only to 
aliens. Even in countries in which aliens 
enjoy the same rights as citizens, their 
business activities may be hampered by the 
discretionary requirements of administra- 
tive agencies such as health, building or 
zoning authorities. In some countries for- 
eigners may own, transfer or mortgage 
property and engage in business only to the 
extent stipulated by treaties.” In other 
countries aliens are accorded the same 
treatment which their home country gives to 
nationals of their host country.” In some 
states a nonresident alien, and in some, any 
alien, must obtain special permission before he 


0 Cf. Costa Rica: Constitution, Art. 19; Law 
No. 52 of December 29, 1943. 

‘1 For example, Syria and Lebanon. 

2 Cf. Mexico: Decree of June 27, 1944. France: 
Decree of February 2, 1939 (carte d’identité de 
commercant). 

23 Of. Mexico: Constitution of 1917, Art. 27, 
Sec. 1. Colombia: Fiscal Code, Art. 2. 

14% Cf. Bolivia: Constitution, Arts. 18, 19, 23; 
Decree of August 2, 1937. Brazil: Decree No. 
6430 of April 17, 1944. Guatemala: Constitution, 
Art. 91; Decree No. 149 of 1945. Mexico: Con- 
stitution, Art. 27, Sec. 1. Peru: Constitution, 
Art. 36. 
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can accept any employment or before he can 
engage in practically any kind of business ac- 
tivity." The majority of countries, how- 
ever, require special authorization only for 
acquisition of certain types of property 
(such as ships sailing under the national 
flag, real estate or mining property) or for 
entering specified business fields (such as 
banking, insurance, transportation, broad- 
casting or mining). In several Latin-American 
countries, government authorization is some- 
times made dependent upon the alien’s 
agreement to consider himself a national 
of the host country and not to invoke the 
protection of his own government in matters 
relating to the property or business ac- 
tivity in question.™ 

The laws of many countries. place aliens 
under certain absolute disabilities. Thus, 
an alien may not own a British or Irish 
vessel or any interest therein. In some 
countries foreigners cannot acquire real 
property within a certain distance from the 
frontier.* It seems that in the Philippine 
Republic aliens cannot acquire any real 
estate. In Bermuda foreign corporations 
cannot lease or acquire land without legis- 
lative sanction. In Cuba aliens may obtain 
leases on rural lands only if they are 
married to native Cubans or have Cuban 
children or are veterans of the Cuban War 
of Independence.” In a number of coun- 
tries aliens cannot develop or exploit na- 
tural resources.” In Brazil they cannot 
operate petroleum refineries or own aircraft 
of Brazilian registry, radio stations or news- 
papers.” Coastwise navigation is reserved 
to nationals in many countries.“ In Haiti 
only citizens are allowed to purchase pro- 
ducts in rural markets for export. The 
retail business in that country is also re- 
stricted to citizens.™ 


The special rules pertaining to aliens are 
also applied to foreign business organiza- 
tions and to domestic enterprises controlled 
by foreigners. Sometimes they apply even 
to domestic business organizations in which 
foreigners own only a small interest. In 
several countries a certain proportion of the 


123 Cuba: Law No. 7 of November 25, 1948. 

126 For example, Brazil: Constitution, Art. 153. 
Peru: Law No. 4452 of January, 1922, Art. 8. 

17 Brazil: Decree No. 20914 of January 6, 1932, 
and Decree No. 395 of April 29, 1938; Constitu- 
tion, Art. 160. 

123 Brazil: Constitution, Art. 155. Chile: Law 
No. 6415 of September 15, 1939. Costa Rica: 
Code of Commerce, Arts. 530-940; Law No. 199 
of August 23, 1938. 

29 Haiti: Laws of August 3, 1931, September 
30, 1935, July 2, 1925, October 16, 1935, January 
6, 1939, September 28, 1939, and January 12, 1943. 
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directors, stockholders or partners of a 
business organization must be nationals or 
at least residents of the country. In some 
instances it is mandatory that the na- 
tionals be native-born.™ Usually, however, 
such rules apply only to enterprises en- 
gaged in certain types of business activities 
such as banking, insurance, shipping or mining. 


While in some countries foreign business 
organizations are excluded from certain 
business activities, they can in most coun- 
tries engage in business simply upon regis- 
tration or upon obtaining authorization from 
an administrative agency or a court. A 
customary prerequisite is the appointment 
of a local representative who has authority 
to act on behalf*of the foreign organization. 
An enterprise engaged in business in a 
foreign country thereby subjects itself to 
the jurisdiction of the courts of that country 
and to unlimited liability on account of its 
operations within that country. 


Before organizing a business in a foreign 
country, it is advisable to consider its social 
and labor legislation and to study the 
practices of its labor organizations. Some 
countries have enacted minimum wage or 


compulsory profit-sharing legislation which - 


might be based on sound social concepts 
but might make competition in international 
markets impossible. Where the law, as in 
some provides 
that a certain percentage, sometimes as 
much as 90 per cent, of the workers and 
employees must be citizens,™ it may be 
difficult to find skilled nationals for the 
jobs. Foreigners frequently are not willing 
to change their nationality and give up the 
diplomatic protection of their home country. 
A number of jurisditcions require that the 
captains, chief engineers and a certain per- 
centage of the crew on vessels of national 
registry be citizens. The Labor Code of 
Panama™ specifies that on ships engaged 
in international commerce under the flag of 
Panama, 25 per cent of the crew must be 
Panamanians or resident aliens married to 
Panamanian wives or having Panamanian 


underdeveloped countries, 


230 Cf. Brazil: 
1944. 

131 Cf, Bolivia: Laws of February 2, 1937, and 
December 8, 1942. Brazil: Constitution, Art. 
157; Consolidated Labor Laws, Arts. 352-357; 
Decree No. 9642 of July 15, 1946. Colombia: 
Law No. 149 of October 31, 1936; Decree No. 
1461 of August 6, 1937; Resolution of May 2, 
1939; Law 10 of November 20, 1934. Dominican 
Republic: Law No. 51 of 1938. Guatemala: 
Decree No. 330 of 1947. Mexico: Constitution, 
Art. 73, Sec. X, and Art. 123, Sec. XXXI; Fed- 
eral Labor Law of August 18, 1931, Art. 9. 
Venezuela: Labor Law of July 16, 1936, as 
amended May 4, 1945, and November 3, 1947. 


Decree No. 6430 of April 17, 
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children. In some countries, nationals must 
receive a certain minimum percentage of 
the total annual wage and salary payments 
made by the concern. 


Loans, Guarantees 
and Other Inducements 


The United States Government has made 
many efforts to revive world trade and to 
stimulate foreign investment. The Export- 
Import Bank in Washington was authorized 
to make loans to governments and private 
concerns for the purpose of economic de- 
velopment. (Cf. 12 USC Chapter 6A.) 
Under certain conditions, loans can also be 
granted by the Reconstruction Finance Cor- 
poration. (Cf. 15 U. S. C. Chapter 14, Sec- 
tion 604.) The International Bank for 
Reconstruction and Development ™ can give 
loans and guarantees for the benefit of 
private enterprises as well as government 
agencies. It has made direct loans to a few 
private enterprises. It has also extended 
loans to such organizations as the Nether- 
lands Herstelbank and the Turkish In- 
dustrial Development Bank to enable them 
to extend credit to private business organi- 
zations. Under the terms of the Economic 
Cooperation Act (Cf. 22 USC Chapter 19, 
Section 1509), in connection with the as- 
sistance given to European countries, the 
administrator was authorized to grant loans 
and to issue convertibility guarantees cov- 
ering profits as well as dollar investments. 
To promote the development of economic- 
ally less advanced areas of the world, it 
has been suggested to the Congress of the 
United States that it authorize the Export- 
Import Bank in Washington to guarantee 
American private capital invested in pro- 
ductive enterprises in such areas against 
such risks as the inability to convert capital 
and earnings into dollars, confiscation and 
expropriation without prompt and adequate 
compensation, and physical destruction of 
property incident to war. Up to the present 
time this plan has not been adopted by 
Congress.” (Continued on page 746) 


132 Panama: Law No. 67 of 1947. 

133 Cf. United Nations Monetary and Financial 
Conference (Bretton Woods, New Hampshire, 
July 1-22, 1944): Annex B, Articles of Agree- 
ment of the International Bank for Reconstruc- 
tion and Development, United States Conference 


“Series No. 55, p. 68 (Department of State, 1944). 


134 See the hearings before the United States 
Senate Committee on Banking and Currency on 
S. 2197, 81st Cong:, 1st Sess. (1949); see, also, 
the hearings before the House of Representative 
Committee on Banking and Currency on H. R. 
5594, 8ist Cong., 1st Sess., and on H. R. 8083, 
81st Cong., 2d Sess. 
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HE PAINS of state and local taxation 
have been somewhat deadened during 
the last decade by the growing impact of 
federal revenue exactions. Perhaps this may 
be due to the fact that a taxpayer who is 
suffering from a malignant and recurring 
federal cancer of the income has much less 
time to worry about his more or less minor 
afflictions of the same character caused by 
state and local imposts. 


However this may be, state and local taxes 
remain important items in the budget of 
either the individual or the business entity. 


In 1951, for example, out of a total esti- 
mated national tax bill of just about $70 
billion, state and local taxes accounted for 
approximately 27 per cent of the gross, or 
a matter of $19 billion. (Statistical data, 
Tax Systems, Thirteenth Edition, 1952, page 
301.) This is about a $9 billion increase 
over the same levies for local purposes in 
1942 which, incidentally, was the first year 
of this century in which federal tax levies 
exceeded those for state and local purposes. 


Based on taxes collectible in 1952, we 
shall have an increase in local levies of more 
than 100 per cent over those of a decade 
ago. In the meantime, federal taxes have 
jumped more than 400 per cent. Using an- 
other comparison, federal per capita taxes 
in 1941 averaged $57.95 as contrasted to 
$339.95 in 1951; state per capita collections 
averaged $31.63 in 1941 and had climbed to 
$69.39 in 1951. (Tax Systems, Thirteenth 
Edition, 1952, page 301.) 

The state or local governing bodies are 
finding that these heavy increases in fed- 
eral taxes are having some rather drastic 
effects upon their ability to provide sufficient 
revenues for their operations. With the 
higher federal taxes now provided, it will be 
even more difficult for local governing bodies 
to function. The concurrent powers of the 
states and the federal government over the 
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same taxpayers are clashing in many fields. 
For example, it is entirely possible and 
probably constitutional for a state and the 
federal government between them to impose 
a combined tax upon either individual or 
corporate income which, in aggregate, will 
be greater than the income itself. This is 
one reason why there is a lively agitation in 
state legislatures for a limitation upon the 
federal power to tax incomes. 


In theory, the taxing power of the state 
is based upon its sovereign powers, subject 
only to limitations imposed by the Consti- 
tution of the United States or of the con- 
stitutions of the individual states. The 
Constitution of the United States includes 
only two direct shackles upon the rights of 
the states to impose taxes, these being the 
prohibiting of taxation of exports and im- 
ports by states and the forbidding of any 
state to levy tonnage taxes upon shipping. 
(Article I, Section 10, clauses 2 and 3.) 


McCulloch v. Maryland 


Chief Justice John Marshall, in his famous 
opinion in the case of McCulloch v. Maryland 
(4 Wheat. 316), summarized the taxing 
power of the state as follows: 


“That the power of taxation’is one of 
vital importance, that it is retained by the 
states, that it is not abridged by the grant 
of a similar power to the government of the 
Union; that it is to be concurrently exer- 
cised by the two governments: are truths 
not to be denied.” 

There are numerous other _ similarly 
euphemistic declarations along this line by 
the Supreme Court of the United States, 
such as Shaffer v. Carter (1 stc J 235, 40 S. 
Ct. 221) and State Tax on Foreign-Held 
Bonds (15 Wall. 300-319), just to list a 
couple. It may also be noted that these 
emphatic affirmations of state taxing powers 
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; is are rather uniformly parts of decisions which 
in go on to declare that in spite of all these 
the powers, there are good and sufficient rea- 
sons why they cannot be exercised in the 
ate particular situation involved. 
ect Thus, after the citation quoted above from 
sti- McCulloch v. Maryland, the great Virginian 
on- went on to render a decision which has had 
Che the general effect of subordinating, one 
des almost might say in entirety, the taxing 
; of powers of the states and all other public 
the governmental agencies which derive their 
im- taxing powers directly or indirectly from 
any the sovereignty of the states in which they 
ing. are located to the taxing powers of the fed- 
eral government. 
The decision in the case of McCulloch v. 
Maryland established the power of the Su- 
preme Court of the United States to declare 
ous unconstitutional any law enacted either by 
and the Congress of the United States or by any 
ing state legislative body when, in the judgment 
of the Court, such a law conflicts with the 
a sovereign powers of the government of the 
ee United States as “implied” by the terms of 
ait the Constitution. The issue in the case in 
question was whether or not the State of 
the Maryland could i hibi 
q yland cou impose a prohibitory tax 
oer~ upon notes circulated by the Baltimore branch 
ths of the Bank of the United States. It was 
held that no state had the power, without 
arly consent of Congress, to tax any instru- 
by mentality of the federal government. It 
tes, also was declared specifically that not only 
) S. was the Constitution the supreme law of the 
leld land but also that any laws enacted by Con- 
ta gress, not in conflict, of course, with the 
1ese Constitution itself, also became the supreme 
vers law of the land. 
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TAXPAYERS AND THEIR COUNSEL SHOULD, THE AUTHOR 
EMPHASIZES, TAKE PROMPT ACTION WHEN ASSESSMENTS 
ARE MADE AND BEFORE TAXES ARE LEVIED OR PAID 





- government. 


By LOUIS H. COOK, Director of Research 
lowa State Tax Commission 


It may be doubted whether the great jurist 
clearly foresaw many of the decisions which 
have been since rendered upon the precedent 
of McCulloch v. Maryland. 


Possibly a seismograph located near his 


tomb would have noted distinct tremors 


when, quite recently, the United States Su- 
preme Court held in the case of City of 
Cleveland v. U. S. et al. (2 stc J 200-004, 65 
S. Ct. 280): 

“Congress may exempt property owned 
by the United States or its instrumentali- 
ties, including low cost housing projects, 
from state taxation in furtherance of the 
purposes of federal government.” 

If the text of many of his opinions, includ- 
ing that of McCulloch v. Maryland, can be 
taken as a criterion, John Marshall probably 
would have held that a project to build 
low-cost housing for the citizens of any city 
most certainly would not be considered as 
involving an instrumentality of the federal 
government. But times do change. This 
decision is cited as one of many examples of 
the extent to which the courts have gone in 
extending the taxing powers of Congress at 
the expense of the taxing powers of the 
states. 

A basic principle may now be laid down 
covering the status of the taxing powers of 
the states in relation to those of the federal 
I might express it as follows: 

The taxing powers of the states, or their 
subsidiary governmental units, are subordinate 
to the taxing powers of the federal govern- 
ment as exercised by Congress. 

Any state which tangles with Uncle Sam 
in a controversy in which the state exercises 
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its taxing powers to affect federal taxing 
powers even remotely will find itself in a 
highly disadvantageous position when this 
state legislation gets into the federal courts 
upon protest of a taxpayer. 

In the case of McCulloch v. Maryland, Jus- 
tice Marshall ruled specifically that while 
the state might not tax a federal instru- 
mentality, neither might the federal govern- 
ment tax a state instrumentality. Yet, a 
half century later, when it became apparent 
that the circulation of bank notes other 
than those issued under federal supervision 
was not compatible with the establishment 
of a sound national currency, the Supreme 
Court in the case of Veazie v. Fenno upheld 
a 10 per cent federal tax upon circulatory 
notes issued by hanks authorized under state 
laws. (75 S. Ct. 482, 8 Wall. 533-556.) 
This decision, in effect, gave to the federal 
government a monopoly upon the right to 
issue bank notes for general circulation, a 
monopoly now complete. These two deci- 
sions, however, are typical of the general 
rule that where the concurrent jurisdictions 
of states and the federal government con- 
flict, the powers of the federal government 
take precedence. 


The numerous leashes placed upon the 
state tax hounds by various provisions of the 
federal Constitution, such as the Commerce 
Clause, the Due Process Clause of the 
Fourteenth Amendment, the Privileges and 
Immunities and Equal Protection Clauses, 
and the supreme-law-of-the-land provision 
are all sources of continued and recurrent 
litigation, with a resultant multiplicity of 
conflicting decisions in which the Supreme 
Court itself is generally divided. There are, 
however, certain consistencies in the interpreta- 
tion of the provisions above listed which 
quite clearly define some of the things the 
states may and may not do. Most of these 
are things they cannot do, and the prin- 
ciples involved are quite familiar to most 
lawyers who specialize in taxation matters. 

There is one field, an important one, how-. 
ever, in which there is comparatively little 
conflict between state and federal rights. 
This field involves the taxation of real and 
personal property on an ad valorem basis. 

Property taxes of this character are still 
the main source of revenue of municipal, 
county and school governments. It is often 
erroneously assumed that the federal gov- 
ernment has no power to levy a property 
tax. This assumption is derived from the 
provision to be found in the Constitution of 
the United States (Article I, Section 9): 
“No Capitation, or other direct, Tax shall 
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be laid, except in Proportion to the Census 
or enumeration herein before directed to 
be taken.” 


This provision does not bar a federal tax 
upon all property located within the United 
States. If, for example, Congress decided 
that $5 billion in property taxes were re- 
quired for the balancing of the federal budget, 
it could levy such a tax and apportion the 
amount to the several states in proportion 
to population. Such taxes were levied and 
collected (not very successfully) in 1798, 
1813, 1815 and, for the last time, in 1861, 
when a property tax of $20 million was ap- 
portioned on a population basis between the 
states. 

The basic defect of a federal property tax 
became evident in all of these enactments. 
The federal government cannot levy a tax 
against a state as such; neither can it manda- 
torily draft existing state or local agencies 
for the assessment and collection of such a 
tax. The Civil War enactment came at a 
time of extreme emergency, and most of the 
free states assumed the payment of the 
amounts apportioned voluntarily and paid 
the tax in behalf of their citizens. These 
payments were refunded to the states a 
generation later. 


It may be gravely doubted, however, 
whether any Congress, now or in the future, 
would levy a federal property tax, save in 
the case of a dire extremity. Inasmuch as 
the heavier burden of the tax would fall 
upon property in the most populous states, 
a majority in Congress would not be easy 
to obtain. 

The states also are well upon the road 
toward abandonment of direct property taxes 
as a source of revenue for state government. 
Out of the more than $10 billion of state 
taxes imposed for collection in 1951, only 
2.22 per cent were taxes upon real and per- 
sonal property, and property tax collections 
were negligible in 24 of the 48 states. 

The picture is different, however, as to 
counties, municipalities and school districts. 
In 1945, the last year for which complete 
data is available, 95.3 per cent of all taxes 
levied by counties were property taxes, 77.5 
per cent of all municipal taxes were of the 
same character and, for other local govern- 
ing units, including schools, 99.3 per cent 
of taxes levied were property taxes. 

Accordingly, taxpayers assessed for reve- 
nues below the state level are likely to be 
more concerned about their property taxes 
than they are about anything else save their 
federal taxes. 
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In taxation, the author says, ignorance of 
the law is almost always accompanied by 
penalties and interest, which often verge 
upon cruel, unusual punishment. 


The principles involved in the assessment 
and collection of direct property taxes are 
very different from those which apply to 
the levy and collection of excise taxes, as 
the attorney who dabbles only occasionally 
in property tax matters is likely to discover 
immediately and sometimes painfully. In 
just about 50 per cent of the complaints 
which are registered against property assess- 
ments and taxation, the taxpayer and his 
counsel don’t get around to hollering before 
it is too late. I have seen a great many 
cases regarding property taxes, and some of 
these have involved very substantial amounts, 
in which, as the hearing progressed, the tax- 
payer and his counsel reminded me of Hansel 
and Gretel wandering in the woods and seek- 
ing in vain for the way to go home. 


It is easy and natural for an attorney 
to assume, even though he may be a very 


excellent one, that the same rules of pro- 


cedure and the same rights of redress apply 
to a taxpayer who has obviously been done 
wrong as to the plaintiff in a civil case in- 
volving torts and damages. 


In property tax matters, however, and in 
fact in some degree in all tax controversies, 
entirely different situations are often presented. 
Murder may have been done, the corpus 
delicti may have been exhumed and exhibited 
to the court, the injustice done may be 
clearly evident, but in, alas, too many cases, 
poor Yorick is dead, and there is no legal 
resurrection and renewed life for tax claims 
which have been interred, perhaps a year or 
so before, under due process of law. 


That ignorance of the law excuses no man 
is a legal triteness that steps right along 
with caveat emptor and the statement that 
the power to tax is the power to destroy. 
In ordinary legal fields, however, ignorance 
of the law, while not condoned, is often con- 
sidered by judges and juries as at least an 
ameliorating circumstance. In any event, 
the penalties of the ignorant transgressor are 
not increased because of dullness of legal 
perception. 

In taxation, though, ignorance of the law 
is almost always accompanied by penalties 
and interest, which frequently verge upon 
cruel and unusual punishment. 


As an illustration of what happens through- 
out the United States a great many thousand 
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times each year, let us cite the predicament 
of a gentleman by the name of Leland K. 
Kroll who has a modest home in Fort Des 
Moines, Iowa. 


Mr. Kroll bobbed up before the Board of 
Supervisors of Polk County, Iowa, the other 
day with a perfectly reasonable request for 
the refund of $147.17 of the property taxes 
which he had paid over a three-year period 
ending in 1951 on the property he occupies. 

Mr. Kroll had discovered, and there was 
no dispute about the fact, that a house on 
the plot next to his, which he did not own, 
had been assessed to him for the past three 
years as part of the property he owned. 

The Board of Supervisors regretfully 
turned down his request with a statement 
to the effect that they thought he had all 
of the justice on his side but, according to 
their attorney, none of the law. He had 
passed up his rights in each of these years 
because he had failed to make his com- 
plaint, at the proper time provided by law, 
before the Polk County Board of Review. 

The usual principle that even a poor dog 
of a taxpayer has the right to his day in 
court does not apply in tax matters. The 
courts, in the absence of specific procedure 
provided by law, will not take jurisdiction 
in taxation matters. Taxation is a legisla- 
tive, not a judicial, function. The day in 
court might well be a day before a township 
board of review. 


This principle is very succinctly laid down 
by the United States Supreme Court in the 
case of Gorham Manufacturing Company v. 
State Tax Commission of the State of New 
York (1 stc § 285, 266 U. S. 265, 45 S. Ct. 80) 
from which I quote: 

“A taxpayer who does not exhaust the 
remedy provided before an administrative 
board to secure the correct assessment of a 
tax cannot thereafter be heard by a judicial 
tribunal to assert its invalidity.” 

Numerous earlier cases are cited uphold- 
ing this ruling, and similar rulings in state 
courts are so numerous as to require no 
listings. 

In cases where the statutory law of the 
state provides a definite action for the re- 
fund of taxes, there may be redress for such 
injustices as the Kroll matter discussed above, 


‘but under such statutory provisions, the 


rule may be just as severe as that laid down 
in the Gorham case. The remedy must be 
pursued in the proper manner and at the 
proper time, and not otherwise. 

Also, if the state law does not provide for 
the refund of a tax erroneously or illegally 
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In the case of real estate it is generally 
assumed that the taxpayer knows he is 
subject to taxation and that it is up to the 
owner to protect himself at all fimes. 





exacted or paid, the taxpayer may find him- 
self without remedy, even when the assess- 
ment is patently void, such as an assessment 
made upon exempt property. 


Probably the most frequent complaint 
made by taxpayers, and often by their counsel, 
when it is discovered, usually belatedly, that 
an excessive assessment has been made, is 
that the taxpayer has received no notice and 
is being deprived of his property without 
due process of law. Quite frequently, under 
common law or under specific state statutes, 
an effort is made to reduce the assessment 
or to recover the excess in taxes paid. 


Where state laws specifically require a 
personal notice to the taxpayer of an original 
assessment, these cases may succeed, but 
in the majority of such instances, they run 
into a whole line of decisions which may 
prove fatal to the claim. 


The United States Supreme Court long 
ago laid down the law to the effect that 
notice by statute is all that is required for 
the levying or collecting of public revenues. 
(Cincinnati, New Orleans & Texas Pacific 
Railroad Company et al. v. Commonwealth of 
Kentucky, 115 U. S. 321, 6 S. Ct. 57, 39 L. 
Ed. 414.) Numerous state decisions bear on 
the same point. 


Generally, in the case of real estate, it is 
assumed that the taxpayer knows he is sub- 
ject to taxation and that it is up to the owner 
to protect himself at all times. 


If the statutes provide that property is to 
be assessed in a certain manner and a cer- 
tain time, and provide that the taxpayer 
shall have an opportunity to be heard by a 
board of assessment or other agency set up 
for the purpose of passing upon the valua- 
tion of the assessor, due process of law has 
been followed, and if the taxpayer fails to 
kick within the statutory period fixed by 
law, he will generally find himself out of luck 
when he attempts to pursue another remedy. 
(See Winona & St. Paul Railroad Company 
v. Minnesota, 159 U. S. 26, 16 S. Ct. 83, 40 
L. Ed. 247, for a somewhat detailed discussion. ) 

The taxpayer does have some rights, how- 
ever, which the courts will respect. If, after 
the original assessment has been made, the 
assessor or the board of review increases it 
and the taxpayer is not duly notified, he will 
be entitled to a hearing. Here again, how- 


ever, the notice may be given, in many 
states, by the posting of a notice or just 
dropping a letter in the mailbox, addressed 
to the taxpayer at his most recent address 
available. 


It is about time to bring forward another 
basic principle, especially important in re- 
lation to the taxation of real and personal 
property but pertinent as well in connection 
with all state and local tax matters, which 
may be stated as follows: 


The person subject to taxation, if he is to 
avoid excessive assessments or errors, must 
ordinarily protect his interests at the time 
the original assessment is made, avail him- 
self of the rights to a hearing and appeal to 
the courts within the periods fixed by law. 
If he does not exercise his right to protest 
or his right to appeal from the act of the 
assessor or the board of review, he will, as 
a rule, be estopped from further action. 


It might be assumed that it is the humbler 
taxpayers who are most frequently guilty of 
neglecting their assessments until it is too 
late, but this is not true. The tax counsel 
who may be thoroughly familiar with the 
tax laws of his own state too often assumes 
that the same general principles apply to the 
property of his client located in another state. 

For example, a few years ago when my 
own state was still operating under town- 
ship assessors and township boards of re- 
view, a nationally active corporation which 
operates grain elevators in many states got 
notice of a clearly excessive assessment upon 
property located in the State of Iowa. In 
this case the township assessor had assessed, 
as personal property, about 300,000 bushels 
of grain supposedly stored in the Iowa 
elevator. Inasmuch as the elevator in ques- 
tion had a capacity of less than 50,000 bushels 
at any one time, something had gone wrong. 

The corporation received a copy of the 
assessment roll, with due notice that the 
township board of review would meet at a 
certain time to hear protests, if any. The 
attorney, however, decided that he wasn’t 
going out to Podunk and wrestle with any 
farmer board of review, sagely remarking 
that this was purely an erroneous assess- 
ment and he would advise the Iowa counsel 
for the firm to get the matter straightened up. 

The trouble was that by the time the local 
counsel got his assignment, the board of re- 
view had adjourned and had no authority to 
reconvene. The amount of taxes involved 
was about $15,000, and the attorney, after 
a little study, decided he was out of court 
and his client out of pocket. He had sinned 
away his day of grace. 
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Before a taxpayer can hope for any relief 
from the federal courts, he must be able to 
establish a reasonably sound claim of some 
federal constitutional interference before 
he will be even accorded a hearing. 


Passing now from the tribulations of prop- 
erty taxpayers who have neglected their rem- 
edies into the wider field of litigation which 
may involve complaints of many characters, 
things are again not always what they seem 
to be at first glance. 


The taxation power of the United States, 
and of all the 48 states, is theoretically lim- 
ited only by the federal Constitution and the 
state constitutions. The taxing power is a 
sovereign privilege, to be exerted through 
Congress and the various state legislative 
assemblies. 


No powers can be granted either by the 
federal Constitution or state constitutions as 
to tax matters. All constitutions are a great 
deal like the Ten Commandments—they 
abound with “thou shalt not.” Although 
constitutions in many states list certain ob- 
jects of taxation, any privileges or powers 
purporting to be granted to the legislature 
are meaningless, for without them the legis- 
lative body would be able to tax anything 
it pleased and in the manner it desired. 


Thus, in every case, constitutions limit 
the powers of the legislative body rather 
than extend them, and in too great a num- 
ber of cases these limitations are embar- 
rassing rather than helpful and give rise to 
constant litigation, the results of which sel- 
dom accord with what was probably the 
plain intent of the framers of these consti- 
tutions. 


For example, the constitution of the State 
of Iowa and those of several other states 
provide that the property of corporations 
shall be taxed in the same manner, and some- 
times at the same rates, as that of private 
citizens. These provisions, adopted many 
decades ago, were inserted with the object 
in mind of seeing that these big aggregations 
of capital didn’t get away with anything. In 
practical operation, I am unable to find a 
single important case in which such a provi- 
sion has been used by an individual to pro- 
tect his own interests, but corporations very 
frequently invoke such clauses, usually much 
to their advantage. 


Obviously, corporate business, with its 
innumerable ramifications, requires different 
treatment than that of the ordinary individ- 
ual property owner. 


State and Local Taxation 


In the same class also are the provisions 
of many state constitutions requiring uni- 
formity of rates of taxation. Classification 
of property for taxation is often highly de- 
sirable, especially as to intangibles and per- 
sonal property. It has been necessary for 
many states to revise their constitutions to 
meet modern conditions, and, incidentally, it 
Was necessary to enact a _ constitutional 
amendment before a federal income tax 
could be collected after the Supreme Court 
held that an income tax was a direct tax and 
must be apportioned upon a per capita base, 
at uniform rates. 

States constitutional provisions are, in large 
part, responsible for the lack of uniformity 
in taxing practices between the different 
states. Federal courts, as an established 
policy, will not seek to interpret state con- 
stitutions or set aside the enactments of 
state legislatures in regard to taxation un- 
less there is clearly a violation of provisions 
of the Constitution of the United States. 
Here is another basic principle which applies 
to all state taxation measures, as set down 
by the Supreme Court of the United States 


in Kirtland v. Hotchkiss, 100 U. S. 491, 25 


L. Ed. 558, and many other cases: 


“It is the established doctrine of the Su- 
preme Court of the United States that so 
long as a state system does not intrench 
upon any legitimate authority of the Union, 
or violate any right recognized or secured 
to the citizens by the constitution, that tri- 
bunal as between the citizen and his state, 
can provide no relief from state taxation, 
however unjust, oppressive or onerous.” 


Of course, as I have already commented, 
the Supreme Court of the United States may 
have its own ideas, far different from those 
of state legislatures or state supreme courts, 
on just what constitutes a violation of the 
principles of the Constitution of the United 
States. But, before any taxpayer can hope 
for any relief from the federal courts, he 
must be able to establish a reasonably sound 
claim of some federal constitutional inter- 
ference before he will be even accorded a 
hearing. 


This attitude of the United States Supreme 
Court in upholding interpretations of state 
tax statutes and state tax constitutional 


. provisions, can be very puzzling to the tax- 


payer and his counsel when it becomes 
necessary to dig up federal tax decisions in 
support of a claim which may be being made 
for relief. 

Counsel may chortle with glee when he 
runs down a Supreme Court decision that 
seems to fit his set of facts just like a brand 
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new topee, but his joy may change to sad- 
ness when he discovers, a few citations later, 
another Supreme Court dictum which snatches 
him bald headed. 


Generally, a little comparison will reveal 
the fact that in one case the Court construed 
the constitution of the state in question as 
allowing something that the constition of 
the other state did not. The conflicting 
United States Supreme Court rulings are 
innumerable. Thus, in General Trading Com- 
pany v. State Tax Commission (1 stc 7 564, 
322 U. S. 335) it was held that the State 
of Iowa could impose a use tax upon busi- 
ness done in the state by an outside corpora- 
tion soliciting orders within the state, and 
then, in the same breath, in McLeod v. J. E. 
Dilworth Company (1 stc J 538, 64 S. Ct., 
1023), it was decided, in an apparently iden- 
tical chain of circumstances, that Arkansas 
couldn’t levy a sales tax on the like transac- 
tions. 


These cases were decided at the same 
time and on the same day. In a dissenting 
opinion in the Dilworth case, Justice Rutledge 
summed up in brief form the attitude which 
the Supreme Court generally assumes in de- 
liberating upon state tax laws and which 
accounts for the many conflicting rulings. 
Justice Rutledge said: 


“The Court’s different treatment of the 
two taxes does not result from any substan- 
tial difference in the facts under which 
they are levied. It arises rather from 
applying different constitutional provisions 
to the substantially identical taxes, in the 
One case to invalidate that of Arkansas, in 
the other to sustain that of lowa. Due proc- 
ess destroys the former. Absence of undue 
burden upon interstate commerce sustains 
the latter.” 


Most conflicting United States Supreme 
Court decisions on tax matters can be recon- 
ciled by bearing in mind the logic generally 
followed, as summarized above. 

It is in cases involving the Interstate 
Commerce .Clause that federal intervention 
is most likely to upset state legislation and 
state court decisions. This is due, of course, 
to the fact that states, and in some cases 
cities, are anxious to derive their fair share 
of revenue from businesses which earn profits 
or make sales in these states and cities but 
which often seek protection from taxation 
through their status as nonresident agencies 
engaged in interstate commerce. In this 
article I cannot pretend to go very deeply 
into this class of litigation. 


Another basic principle, which will apply 
to the bulk of tax litigation everywhere in 


connection with state and local taxes, may, 
however, be set down: 


Except where federal constitution ques- 
tions are involved, the remedy from improper 
assessments or improper levies and taxes 
must be found through procedure before 
local or state assessing officials and boards 
or through the courts of the state in which 
the controversy arises. 


Basically, the jurisdiction of a state to tax 
is limited to property within its own borders 
and subject to its own jurisdiction. True, 
a state franchise or income tax, or a state 
assessment of property such as railroads, 
may be measured by a system of allocation 
which takes into consideration the business 
done, or the property owned in, or the por- 
tion of its income or sales, or real property, 
which has a situs within the jurisdiction of 
the state. 

The state cannot, however, impose a tax 
on real estate not within its borders, regard- 
less of its ownership. It can impose a tax 
upon income of nonresidents earned within 
the state. It can impose a tax upon all per- 
sonal property located within the state, even 
by nonresidents, and it can, in some cases 
at least, impose a tax upon the personal 
property of its citizens, even though such 
personal property may not be within the 
borders of the state when the assessment 
is made. It can also tax all of the income 
of the citizen, no matter where earned. 

A state cannot, generally, impose a higher 
tax upon the property or income of a non- 
resident than it does upon its own citizens. 
Generally, it cannot impose an excessive 
license fee upon nonresidents to keep them 
from competing with the homefolks. 

There is one fundamental principle of 
taxation which is generally recognized by 
all taxing authorities and in all courts which 
is more valuable to the owner of real estate 
or tangible property than any other single 
factor. This is the right of every taxpayer 
to be treated with uniformity as to the val- 
uations upon which assessments and taxes 
are based. Many state constitutions require 
uniformity of valuations and rates. In the 
absence of such constitutional provisions, 
common law will afford such a guarantee 
and so will the courts. 

There still are localities in the United 
States where the nonresident owner is con- 
sidered fair game for the assessors and board 
of review. Here, again, opportunity for rem- 
edy is often forfeited by neglect, but partic- 
ularly if an assessment of real estate is far 
above the general level, redress, in the great 
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majority of cases, will be given by the courts 
if a protest is made within the time fixed by 
law. 


This principle was ruled upon by the 
United States Supreme Court in the case of 
Sioux City Bridge Company v. Dakota County, 
Nebraska (1 stc J 440, 260 U. S. 441, rev’g 105 
Neb. 843, 182 N. W. 485). 

In this case, it appeared from the evi- 
dence that a bridge belonging to this com- 
pany had been assessed at 100 per cent of 
actual value, whereas other property gen- 
erally in the county and state had been as- 
sessed at a much lower percentage of true 
value. The court held that a reduction of 
the assessed valuation of the bridge to the 
general valuation level upon other property 
should be made. 


There are states in which this principle 
might not apply—where a classification of 
property is authorized and practiced—but 
unless there has been systematic classifica- 
tion, this holding prevails as to almost all 
assessments. 


It will not avail the property taxpayer, 
however, to come before boards of review 
or to the courts without a well-prepared: 
case. In almost every litigation of this char- 
acter, the burden of proof is upon the com- 
plainant to prove that his assessment is 
wrong. It will be assumed by the court 
that the assessor and board of review made 
a fair assessment and followed the provi- 
sions of the law, unless there is abundant 
evidence to the contrary. A taxpayer claim- 
ing a reduction cannot depend upon one or 
two examples which he may present to show 
that he is assessed upon too high a basis. He 
must show, unmistakably, that he was ser- 
iously discriminated against. 


By far the greater proportion of property 
tax litigation will arise from assessments 
made by the local township, county or city 
assessor, as the case may be, subject to 
equalization by a local board of review. The 
basis for the assessment or levy is, however, 
the sovereign power of the state, and funda- 
mentally, no city, county or school district 
has any taxing powers not derived from 
state legislation. The state may, and fre- 
quently does, delegate an autonomy in taxa- 
tion matters to cities or counties, and in 
some cases school districts may have special 
powers. Discriminatory valuations which 
may be detrimental to other taxpayers are 
sometimes granted by cities. In such cases, 
mandamus is usually the proper remedy. A 
board of review which commits illegal or 
discriminatory acts can generally be forced 
by mandamus to do its duty under the law. 


State and Local Taxation 





The state’s jurisdiction to tax is limited 
basically to property within its own bor- 
ders and subject to its own jurisdiction. 





Of recent years, however, a nation-wide 
trend has been toward the development of 
better assessment practices and greater con- 
trol by the state and by county units. 

The increased necessity for uniformity of 
assessments and regulations has arisen largely 
from the fact that very extensive systems 
of state aid, tied in to some degree with 
federal aids, are assisting property tax levies 
as a source of local revenues. In many states 
such aids are apportioned upon a basis of 
need, the taxing districts with low assessed 
valuations being granted larger allotments than 
more prosperous taxing districts. 

This is especially true of state school 
aids and of highway fund apportionments. 

There also exists a long-time rivalry 
between cities and counties and between 
cities, counties and the state to avoid paying 
more than can be avoided of the expenses 
of other governing units. Thus, in a city 
the tendency will be to keep property as- 
sessments low and let the levies run high 
in order to avoid payment of county taxes. 
In turn, the counties, in states where there 
is a state property tax levy, will deliberately 
seek undervaluation, to avoid too great 
contributions to the state. It is purely nat- 
ural, therefore, when a state begins to dis- 
tribute millions of dollars of state revenues 
from special taxes to cities, schools and 
counties for various purposes which used 
to be considered purely local burdens, that 
a general rivalry will develop to see which 
county, city or school district, as the case 
may be, can get the most state money. 

The states have thus become deeply in- 
volved in local assessment matters, and 
this state activity is unquestionably resulting 
in far more justice in assessed valuations 
than formerly existed. 

There is still a great deal of lack of equal- 
ization as between counties, cities and town- 
ships. But in Illinois, Michigan, Indiana, 
Ohio, Pennsylvania, Maryland, Wisconsin, 


. Virginia, Utah and North Carolina, to men- 


tion a few, very active efforts are being 
made to attain uniformity of assessments. 
Most states now provide for state assess- 
ments of railroads and public utilities, and 
many states have vested equalization between 
the various counties of the state in a state 
board of review. 
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‘Typical of the more modern procedure 
which has been adopted is that used in Iowa. 
This system became effective in 1946. Iowa 
no longer has township or city assessors 
except in cities having more than 10,000 
population. Each county has a county as- 
sessor and a single county board of review. 
The assessor must qualify for appointment 
after examination and certification of eligi- 
bility by the State Tax Commission. He is 
appointed by a county conference which in- 
cludes the county board of supervisors, the 
county school board and the mayors of the 
cities and towns of each county. He is 
selected for a four-year term, and his salary 
is fixed at not less than that of the elective 
county auditor. 

Members of the county board of review 
are also chosen by the county conference 
board. 

The same procedure is also followed by 
the cities of more than 10,000 population 
which may select their own assessor and 
city board of review. 

The State Tax Commission has super- 
visory power over all taxing officials. It 
equalizes between the cities and counties of 
the state, or even between taxing districts, 
and has the power to order reassessments 
when necessary and to require uniformity 
of individual assessments. 

This law was highly controversial, but 
after six years of experience there is no 
longer any considerable protest, and the 
legislature has consistently strengthened it. 
On a county-wide basis, a complete uni- 
formity of equalization is claimed by the 
administrators, 

Legislation of this character tends to re- 
duce very materially the number of erro- 
neous or unjust valuations. It also has had 
the effect, in many states, of putting a crimp 
in politics involving assessments, or plain 
racketeering, which sometimes finds a lucra- 
tive field in assessment matters. 


The remedies of taxpayers who feel that 
they have been wronged by assessments or 
tax levies vary greatly as between the 
various states. In the case of property taxes, 
the general procedure is through a protest 
to the initial board of review from the valu- 
ation fixed by the assessor and an appeal, 
if deemed desirable, to the courts. In some 
States, a state board of review may have 
jurisdiction, but, in general, state boards do 
not have the authority to pass upon in- 
dividual assessments. Their powers usually 
relate to equalization only. 
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In some states, county boards of review 
may review the actions of local boards of 
review, but here, again, county boards ordi- 
narily do not have authority to revise in- 
dividual assessments. 


Certiorari is the usual procedure to be 
used in efforts to get into the federal courts. 


Usually, injunction will not lie either to 
reduce an assessment or to forbid collection 
of a tax unless provided specifically by 
statute. 


The procedure, of course, may be entirely 
different in cases where an assessment or 
levy is void, such as, for example, an assess- 
ment upon property which is exempt by law 
or a levy which does not have a legal basis. 

In these cases, the action is generally 
based upon a claim for a refund or for the 
cancellation of a void levy or assessment. 


Here, again, the laws of the various states 
differ so greatly that generalities are of 
little value. Most states do, however, pro- 
vide for the refund of taxes “illegally or 
erroneously exacted or paid.” 


Usually, a tax based upon an obvious 
error in assessed valuation is not considered 
an illegal tax. The remedy here is held in 
most states to be a complaint to the board 
of review, with subsequent appeal to the 
courts. There are exceptions, of course, in 
states which have specific laws on this point. - 
There are also states which make no pro- 
vision whatsoever for the recovery even 
of a plainly illegal tax once it has been paid. 

There seems to be a general impression 
among taxpayers and their counsel that 
rights to a refund may be protected by 
paying the tax under protest. This is, in 
fact, a principle of common law, and in some 
cases it may be effective. In absence, how- 
ever, of a distinct statutory provision pro- 
viding for payments under protest, it will 
seldom avail, and, where a statutory pro- 
vision covers the procedure in: regard to 
refunds, it will never avail except, generally, 
where an assessment has been made or a 
tax levied which was clearly void. 

It is a recognized principle that a tax 
paid under a mistake of law cannot be 
recovered in the absence of statutory pro- 
visions authorizing such recovery. The Su- 
preme Court of the United States has gone 
far enough in this direction to hold that a 
tax voluntarily paid under the provisions of 
a law later declared to be unconstitutional 
is not recoverable. (Chesebrough v. U. S., 24 
S. Ct. 262, 48 L. Ed. 432.) There are at least 
a dozen state supreme court decisions to 
this same effect. 
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To insure the ultimate collection of per- 
sonal property taxes, most states provide 
that such taxes, if unpaid, become a lien 
upon any real estate which the delinquent 
taxpayer may own or acquire. 


It is frequently much wiser for a taxpayer 
who has a claim pending for reduction or 
elimination of a pending tax to delay pay- 
ment, even at the cost of penalties and 
interest. Whether this is true or not will 
depend entirely upon the laws bearing upon 
the subject in the state in which the action 
is pending. 

There are certain general principles ap- 
plicable to real estate assessments and taxes 
which are worthy of attention. Ordinarily, 
a real estate tax is to be considered as a tax 
in rem and is collectible against the property 
alone. A very few states make real estate 
taxes a personal liability of the owner, col- 
lectible by judgment, but even in these 
states this procedure is seldom followed. 


Save in rare cases, an assessment or tax 


will not be voided as to real estate because ° 


the assessment may have been made in the 
name of some person other than the owner. 
In most states the assumption is that all 
real estate other than that specifically ex- 
empt is subject to taxation, and there is no 
compulsion upon any state, unless its own 
laws so provide, that a tax may not be levied 
upon the property alone, without considera- 
tion of ownership. There may be a con- 
troversy as to who actually owes the tax, 
but this does not affect the liability of the 
property in case of delinquency. 


Ordinarily a person who pays a tax upon 
property he does not own may have a 
remedy at civil law against the real owner, 
but he will seldom be able to recover from 
taxation authorities. For example, in cases 
where property is in litigation and one of 
the parties in the controversy pays the 
taxes, he may recover from the other liti- 


gant in case the ownership is decided against 
him. 


In any case where real property is sold, 
with unpaid taxes standing against it, the 
tax will continue as a lien against it, and 
should this property be held liable for addi- 
tional taxes, not on record at the time of 


sale, these additional taxes will also become 
a lien. 


Quite a few states have provisions in 
their codes which provide that in the event 
of a sale of property, the buyer or seller 
may obtain a certificate from the collecting 
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agency, upon payment of pending taxes, to 
the effect that there are no other taxes to 
which the property is liable and that a cer- 
tificate to this effect will bar the imposition 
of any tax in the future. 


An entirely different set of rules from 
those I have outlined as to property taxes 
prevails as to taxes upon personal property. 
In general, personal taxes are considered as 
in personam, and the owner of the property 
involved often acquires a personal liability 
for their payment, even though taxes are 
not ordinarily considered to be a debt. 


Personal property taxes in general are 
not a lien upon the personal property which 
is being taxed. An exception to this rule 
exists when personal property is sold in 
bulk. Most states have adopted what is 
known as the uniform bulk sales act, under 
which pending taxes continue as a lien 
against the property. 

Personal property taxes may often be 
collected by distraint, and, getting away 
for a moment from direct property taxes, 
state income taxes and sales and use tax 
claims may be collected through attachment 
and sale, as well as by garnishment, upon 
any property the taxpayer may own. 

The way most generally used by the 
various states to insure the ultimate collec- 
tion of personal property taxes is to pro- 
vide that such taxes, if unpaid, become a 
lien upon any real estate which the delin- 
quent taxpayer may own or acquire. 

Such liens have a habit of bobbing up 
upon abstracts during the sale of real estate 
in all states where such a provision is in 
effect, and they also turn up as encum- 
brances upon estates placed upon probate. 

Of necessity, this article cannot pretend 
to cover the whole hornet’s nest of troubles 
over state and local taxation which tax- 
payers frequently arouse. The writer has 
attempted to confine his comments to phases 
of taxation which are common to all states 
and to set forth certain basic principles 
involved. 

The outstanding point which I hope 
I have been able to make, in behalf of both 
taxpayers and their counsel, is the necessity 
of taking prompt action at the time assess- 
-ments are made and before taxes are levied 
Or paid. 

In the case of real estate, this is especially 
important, because in most states real estate 
valuations are not made annually. A real 
estate assessment, once made, may endure 
two years, four years, or even longer, and 
ordinarily is not subject to correction after 
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the year in which it is made, save where 


there are obvious changes in value, until 
the assessment period is ended. 


The importance of learning and under- 
standing the statutory provisions which 
govern the assessment and collection of 
these local taxes cannot be exaggerated. 


These procedures will vary in every state, 
and sometimes in the counties, cities and 
school districts of every state. The taxpay- 
er’s “day in court,” as I have demonstrated, 
is fleeting and evanescent, and once it has 
passed, it does not generally recur. 


[The End] 


ORGANIZING INTERNATIONAL BUSINESSES 
—Continued from page 735 


Some of the countries desirous of attract- 
ing foreign investors .have passed special 
laws under which such investors may be 
guaranteed the right to repatriate their 
profits and invested capital. They have also 
authorized their ministry of finance or their 
national bank to guarantee loans under 
certain conditions.“ Loans in local cur- 
rency at low interest rates and guarantees 
of minimum returns on invested capital 
have also been given. A variety of other 


special concessions, apart from tax con- 
cessions, are offered to those who establish 
new industries or expand existing ones,” 
such as reduction of or exemption from 
import duties on machinery, tools, equip- 
ment, raw materials and other articles 
necessary for the operation and mainten- 
ance of the business enterprise. Sometimes 
a guarantee is given that no competing in- 
dustry will receive similar advantages dur- 
ing a certain period of time [The End.] 


The Bureau of Internal Revenue, Washington, D. C. 


135 Cf. Turkey: Law No. 5821 of August 1, 
1951. 
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LVII 
Helvering v. Salvage 


Compensation for Refraining 
from Labor 


Tax Classics e e by Robert S. Holzman 


ad HE battle of competition is fought by 
cheapening of commodities.” * Another 
bourgeois trick is to buy off one’s competitors. 


Samuel A, Salvage was an officer and 
employee of the American Viscose Corpora- 
tion. The company sold him some of its 
shares under a contract which stated that 
the stock was being sold at less than real 
value and that he would observe certain 
conditions, for example, that he would not 
engage at any time throughout his life in 
any competing business without the cor- 
poration’s consent. Fair market value was 


then $1,164.70 per share, although the con-— 


tract price was $100. “I made a bargain 
purchase,” declared Salvage hastily when 
the Commissioner gave him that familiar 


cold stare. “That is why the company gave 
me something of greater value than I gave 


up in return.” “Since American Viscose 
gave you more value than your cash called 
for,” asserted the Commissioner, “obviously 
you were being paid for something else— 
your agreement not to compete with Ameri- 
can Viscose.” “The corporation never treated 
it as a payment for anything of a personal 
nature,” rebutted Salvage, “and I regarded 
it as a simple transaction where I bought 
something cheap.” “There are no bargains 
in life,” surrebutted the Commissioner (who 
is nothing if not philosophic). “One gets 
what one pays for, and the corporation got 
what its stock was worth via your cash 
and your agreement not to compete.” 


On March 18, 1935, Judge Swan delivered 
the opinion of the Circuit Court of Appeals 
for the Second Circuit: ? 


“It is conceded that the real value of 
Viscose stock on December 30, 1922, was 
$1,164.70 per share. The petitioner paid 
only $100 per share in cash, and the Com- 
missioner concedes that the difference of 
$1,064.70 per share, if it had represented 


1 Karl Marx, Capital (New York, Humboldt 
Publishing Company, 1890), p. 394. 
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compensation for services past or future, 
would have constituted taxable income to 
the petitioner in 1922, and that the market 
value of the stock when acquired would be 
the proper basis for determining gain upon 
the subsequent sale (or redemption) of any 
stock’ exchanged for it in a nontaxable ex- 
change. ... Although there is no suggestion 
in the . . . [Regulations] that the property 
sold for less than its fair market value 
must be intended to be compensation to an 
employee for past or future services, or in 
the nature of a dividend to a shareholder, 
the [section] has properly been so 
limited. .. . The contract under which the 
petitioner purchased the 1,500 shares of 
Viscose stock stated that the consideration 
for selling it at less than its real value was 
the petitioner’s covenants . . . [such as] 
his refraining from engaging in a competing 
business. Compensation paid for refraining 
from labor would seem to be taxable in- 
come no less than compensation for services 
to be performed. For example, a farmer 
who is paid for voluntarily refraining from 
raising hogs receives, in our opinion, in- 
come. Certainly it is neither a capital pay- 
ment nor a gift. The statutory definition 
of gross income is exceedingly broad... . 
We cannot avoid the conclusion that a 
payment for a covenant not to engage in a 
certain business should be deemed ‘income’ 
of the recipient of the payment. ... We 
conclude, therefore, that Mr. Salvage made 
a ‘bargain purchase’ of the 1,500 shares.... 
[There existed] a total market value for 
the 1,500 shares of $606,300, and the cash 
consideration paid for them by Mr. Salvage 


‘was only $150,000. The difference was the 


‘bargain’ given him in return for his covenant 
not to compete.” - “We find no reason to 
disagree with the judgment of the court,” 
added Mr. Justice McReynolds on behalf 

2 Helvering v. Salvage, 35-1 ustc {| 9228, 76 F. 


(2d) 112 (CCA-2), aff'd 46-1 ustc { 9064, 297 
U.S. 106 (1936). 


747 





of the United States Supreme Court on 
January 13, 1936.° 


“In . .. Helvering v. Salvage . .. the 
court... held ... that compensation paid 
for refraining from labor would be taxable 
income to the employee.” * Citing that case, 
another writer declared that “payments made 
by a purchaser to the officers of the seller 
corporation in consideration of their agree- 
ment not to compete with the purchaser, 
constitute ordinary income to such officers.” ® 


A CORPORATION agreed to sell all of 
its intangible property for a_ specific 
consideration and to discontinue its news- 
paper publishing business, and the contract 
also provided that the seller would not 
re-enter that business in the same com- 
munity for ten years. It was held that the 
consideration received should be treated as 
a whole, gain being that consideration less the 
value of the intangibles. “Among the author- 
ities strongly urged by the . . . [Commissioner] 
to sustain his contention that the considera- 
tion named in the contract of sale... and 
not to compete for a period of ten years 
was not to be considered as a part of the 
selling price . . . but must be considered 


as gross income... [is] Salvage v. Commis- 
sioner... . Areading of . . . [such cases] 


will show (a) that the promise not to com- 
pete was unrelated to any sale made by 
the promisor and (b) that the promise not 
to compete did not operate as a restraint 
upon any property of the promisor and 
was not, therefore, an inherent part of any- 
thing sold by the promisor. . .. Therefore 

we hold that the entire considera- 
tion . . . must be treated as one in com- 


puting [the seller’s] gain from the 


sale ane 


Without specific proviso, the contract may 
be indivisible. The buyer of the newspaper 
referred to in the preceding case sought 
to amortize the alleged cost of a restrictive 
covenant in the contract for the acquisition 
of all the intangible assets of a rival news- 
paper. The Commissioner maintained that 
the lump-sum payment did not result in 


3 The justice was not always so moderately 
terse. ‘‘He stares with fiery blue eye out over 
the crowded court room, leans his elbow on the 
desk, and from time to time shakes a violent 
finger at his audience.’’ Delbert Clark, ‘‘Stanch 
States Righter of Our High Court,’’ New York 
Times Magazine, May 23, 1937, p. 7. When the 
majority of the Supreme Court upheld the 
Gold Clause decision on February 15, 1935, Mr. 
Justice McReynolds exclaimed: ‘‘The Constitu- 
tion is gone!’’ Time Magazine, December 4, 
1939, p. 14. 


the acquisition of amortizable property. 


“This identical contract was under con- 
sideration by this Court in... 2 T. C. 794. 
The question there under consideration was 
the gain on the transaction to the 
[seller]. That company was contending, 
contrary to the . . . [buyer’s] contentions 
here, that the contract was not divisible 
between the intangible assets and the re- 
strictive covenant .... On the evidence 
in this case we reach the same conclusion 
that we reached in the earlier case as to 
the nature of the contract, that it was not 
divisible, but that the total consideration... 
was the price which the . . . [buyer] paid 
for the going business and intangible assets, 
including the good will and the covenant not 
to compete. We can not find that 
any of the assets which the... [buyer] 
acquired under the contract in question had 
a definite cost which the . . . [buyer] is 
entitled to recover through amortization. 


W HERE the contract is divisible, the 
consideration may be comminuted into 
its fragments and taxed accordingly. A sole 
proprietor sold his accounting business, in- 
cluding his files, work papers and good 
will. In the contract was also included a 
six-year agreement not to compete with the 
buyer. “It is well settled that if, in an agree- 
ment of the kind which we have here, the 
covenant not to compete can be segregated 
in order to be assured that a separate item 
has actually been dealt with, then so much 
as is paid for the covenant not to compete 
is ordinary income and not income from the 
sale of a capital asset. ... In the instant 
case we have found . .. that the percentage 
payments which were to be made under the 
contract are severable as between good will 
and the covenant not to compete and that 
50 per cent of such payments were made in 
consideration of good will transferred and 
50 per cent was made in consideration of the 
covenant not to compete. The pur- 
chaser certainly thought it was buying good 
will and agreed to pay for it.” * 


*Harold Kamens and William A. Ancier, 
‘“‘Tax Consequences of a Covenant Not to Com- 
pete,’’ TAxES—The Tax Magazine, October, 1949, 
p. 891. 

5 Alfred S. Pellard, Lawyers’ Tax Manual 
(New York, Clark Boardman Company, Ltd., 
1949), p. 356. 

* Toledo Newspaper Company et al., CCH Dec. 
13,512, 2 TC 794 (1943). 

7 Toledo Blade Company, CCH Dec. 16,736, 11 
TC 1079 (1948). 

8 Horton et al., CCH Dec. 17,116, 13 TC 143 
(1949). 
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A covenant not to compete may be with- 
out value for tax purposes. Although a 
contract had a five-year no competition 
clause, the buyer could not depreciate cost 
(assets and covenant) because the latter 
was not determinable. A “factor which 
must be borne in mind is that, at the time 
of the purchase, the vendor had been ad- 
vised by his physicians to retire from the 
dry-cleaning business because of his health 
and he, therefore, placed little value on 
giving a covenant not to compete. Although, 
subsequently, he again entered into the dry- 
cleaning business and at that later date... 
[the buyer] was protected by such covenant, 
such a fact is immaterial in a situation such 
as this, where we are dealing with the trans- 
action as of the date at which it occurred.” ® 


T= disposition by a sole proprietor of 
his laundry business, including cus- 
tomers’ lists and good will, accompanied 
by an agreement not to compete was similar. 
“We entertain no doubt that good will and 
such related items as customers’ lists are 
capital assets. ... If such an agreement 
[not to compete] can be segregated, ... 


the agreement is ordinary income and not> 


the sale of a capital asset. ... [But] the 
ability of a new laundry to enter the field 
was apparently limited to newcomers ar- 
riving in the community—a factor tending 
to diminish not only the dollars and cents 
value of a covenant not to compete, but 
also its significance as an independent element 
of the sale of the business as a whole... . 
We have accordingly found as a fact... 
that the agreement to refrain from competi- 
tion should be treated as a capital asset 
ancillary to the transfer of good will and 
customers. The consequence is that the 
entire proceeds of the sale... is taxable 
as a capital gain.” ” 


A covenant not to compete may be a part 
of a lease. A lessor agreed with the tenant 
(a variety store) that he would not rent the 
remainder of his property to another variety 
store. To be rid of this restrictive clause, 
the lessor paid the lessee a cash sum, which 
was treated as capital gain. “So long as 
... [the restriction] remained in effect, ... 
[the tenant] was assured that no competitor 
engaged in the same business would be 
rented space in the building in which he 
was located. . . . That the restrictive right 
or covenant ... was of benefit to him and 
the same was valuable ... is evidenced by 

®* Burke et al., CCH Dec. 18,898, 18 TC —, 


No. 9 (1952). 
10 Michaels, CCH Dec. 16,758, 12 TC 17 (1949). 


Tax Classics 


the substantial consideration paid for its re- 
linquishment. . . . There was no sale of a 
business and no personal agreement not to 
compete, but a covenant contained in a 
written lease of real estate ... and a re- 
linquishment thereof was a transfer or sale 
of property.” ™ 


A no-competition agreement as such is 
not property. The operators of a ferry serv- 
ice received a sum from a municipality for 
agreeing to discontinue operations and to 
refrain from competing with the city’s new 
toll bridge. This was held to be ordinary 
income. “It is at once apparent on reading 
the contract ... that the primary, even the 
sole, purpose of the contract was the elimina- 
tion of the competition offered by the ferry 
to the successful operation of the projected 
toll bridge. Neither the partnership nor any 
of the... [partners] sold to the City any 
tangible assets, nor did they convey to the 
City the right to operate a ferry. They 
agreed, on the other hand, to cease and 
forego operations. This was the essential 
and dominant theme of the contract. . 
Thus, we conclude that the contract did 
not provide for a sale of assets, tangible 
or intangible. It was an agreement to dis- 
continue operation and a covenant against 
competition. . . . [The partners] concede 
that the payment under the contract was 
income within the definition of gross income 
as used in the Revenue Act. See Salvage v. 
Commissioner . . .. They argue, however, 
that there was a sale of good will and other 
intangible rights of the taxpayers .... 
[But] good will exists only with reference 
to a going concern or business and is not 
susceptible of independent disposition.” ” 


N INDIVIDUAL offered to sell his 

employment contract to his employer 
and to refrain from entering into competi- 
tion. “We conclude that the cancellation 
of [his] contract right to receive com- 
pensation of salary plus commissions over 
a period of years and his agreement not to 
engage in the magnet business in considera- 
tion of a lump sum payment... resulted 
in his receipt of ordinary income in that 
entire amount.” * 


A corporation covenanted to buy a part- 
nership’s business for a set price. One 
clause provided that for the life of the 
contracts, semiannual payments also would 
be made to each partner if he had not been 

1 Ray, CCH Dec. 19,001, 18 TC —, No. 52 
(1952). 


12 Prince et al., CCH Dec. 12,507-G (1942). 
13 Jessop, CCH Dec. 18,143, 16 TC 491 (1951). 
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engaged competitively in the preceding six 
months. The Commissioner claimed these 
payments were part of the purchase price. 
“As we read the contract the payments 
. in question . . . were to be made only 
on one condition, namely, that the . . 
[partners] refrain from competition. If 
the . . . [partners] did not refrain from 
competition, the payments specified . 
would not have to be made, but this would 
not deprive the . . . [corporation] of the 
property rights acquired under .. . the 
contract. It paid . .. for those property 
rights and as we read the contract it was 
not required to pay any more therefor.” “ 
Payments of a different nature, however, 
may not be spelled out of the consideration 
of a covenant not to compete. Two cor- 
porations owned by a husband made a con- 
tract with his estranged wife to pay her 
$15,000 yearly in return for her agreement 
not to engage in competition with these 


14 Carboloy Company, Inc., 


CCH Dec. 
13,351(M), 2 TCM 413 (1943). 


1% Estate of Mildred K. Hyde, CCH Dec. 11,310, 
42 BTA 738 (1940). 












the wéight of the income derived from 
sources within the United States or from 
other sources outside the restricted area of 
the benefit section. 


The incorporation of foreign branches 
could also conceivably run afoul of Section 
129 of the Code. This provision gives the 
Commissioner power to disallow deduc- 
tions, credits or allowances when a cor- 
poration acquires other corporations to 
further a scheme of tax avoidance. Rear- 
rangement of corporate structure to secure 
the advantages of one or more of the sec- 
tions discussed would appear to be éncom- 
passed in the wording of this section. 
However, the Bureau has already stated 
that the creation of a new domestic sub- 
sidiary to carry on the business of the 
company in the Western Hemisphere and 
outside the United States did not constitute 
tax avoidance within the scope of Section 
129, even though the new corporation was 
created for the express purpose of gaining 
the benefits of Section 109 and excess profits 
tax status as an exempt company.” While 


FOREIGN BRANCH OPERATIONS AND THE INTERNAL REVENUE 
CODE—Continued from page 696 


companies. On that same day, husband and 
wife entered into an agreement as to alimony 
should a decree of divorce be entered. She 
argued that the transaction amounted in 
effect to an exchange of her equitable in- 
terest in the stock for an annuity, which 
should be treated as the proceeds of a capi- 
tal gain. “The ... contention . . . that 
the $30,000 received by ... [her]... 
should be treated as proceeds of a capital 
gain can not be sustained. Consideration 
received under an agreement not to com- 
pete is taxable as ordinary income, and is 
in no sense capital gain. . . . Salvage v. 
Commissioner . . .; aff’d., 297 U. S. 106.”” 


” A HIGHER SENSE, there may be 
no such thing as a covenant not to 
compete. “The only competition worthy 
a wise man, is with himself,’* and the 
Commissioner does not recognize solitaire 
for tax purposes. 


1%®Mrs. Anna Jameson, Memoirs and Essays 
Illustrative of Art, Literature, and Social Morals 
(London, Richard Bentley, 1946), p. 196. The 
quotation is attributed to Washington Allston. 


this position was taken during the last war, 
it should apply as well at the present time. 


It would appear that the taxpayer who 
acts in good faith and does not cut corners 
need not worry about the weapons in the 
arsenal of the Commissioner. The apparent 
reasonable attitude of the Bureau of Internal 
Revenue is based on the expressed Con- 
gressional intent in the enactment of the 
various benefit provisions to better the com- 
petitive position of domestic corporations 
engaged in foreign commerce. 


Foreign Branches v. Subsidiaries 


This discussion offers a brief summary 
of the many inducements in the Internal 
Revenue Code which can make the operation 
of foreign branches more expensive taxwise 
than the use of subsidiaries. The extent of 
benefit to be derived will differ in indi- 
vidual cases, but any corporation extensively 
engaged in foreign trade would do well to 
explore fully each benefit provision to insure 
that the maximum possible advantage is 
obtained. [The End] 





53]. T. 3757, 1945 CB 200. 


750 September, 1952 @ TAX ES—The Tax Magazine 





nn theo ok eee 


nary 
rnal 
ition 
wise 
it of 
indi- 
ively 
ll to 
isure 
re is 


ind] 


azine 


Canadian Tax Letter 


New Tax Rentals Agreement Act 


Pursuant to agreements, the provinces 
may receive compensation for refrain- 
ing from levying certain taxes. 


Chapter 49, Statutes of 1952, authorizes 
the Government of Canada to enter into 
agreements with the provinces pursuant to 
which the provinces will refrain from levying 
certain taxes for a five-year period in re- 
turn for compensation. The act is in sub- 
stantially the same form as the Dominion 
Provincial Tax Rentals Agreement Act, 
1947. Some of the more important provi- 
sions of the new act are: 


(1) The Government of Canada may 
enter into an agreement with the govern- 
ment of any of the provinces of Canada pro- 
viding that the Government of Canada will 
pay compensation not exceeding a listed 
authorized amount to the province if the 
province will refrain for five years from 
levying individual and corporate income 
taxes and corporation taxes. The province 
must also refrain from levying succession 
duties for five years on property passing 
upon any death within the five years. 


(2) The agreement may provide that the 
pruvince may levy taxes on income earned 
from mining and logging operations. The 
province may also levy succession taxes, but 
the agreement must provide for a deduction 
from the compensation to the province 
commensurate with the amount collected. 


(3) The compensation payable to the prov- 
inces under the agreements shall either be 
the minimum set forth in the act for that 
province or it may be an adjusted annual 
amount, whichever is greater. 


(4) In respect to corporation income 
taxes, the provinces and the Government of 
Canada may agree, for certain payments, to 
conclude payments being made under the 
Dominion-Provincial Tax Rentals Agree- 
ment, 1947. 


(5) The Minister of Finance may pay to 
the provinces certain amounts collected from 
corporations whose main business is public 
distribution of electrical energy, gas or 
steam, in respect to income derived from the 
distribution in the province to which pay- 


Canadian Tax Letter 


ment is to be made. The amount which may 
be paid the province may not exceed the dif- 
ference between one half the tax collected 
and certain royalties, rentals and taxes paid 
by the corporation. 


(6) Certain definitions, procedures and 
penalty provisions appear in the act. 


Excess Profits Tax Exemption 


While 49 per cent is not a controlling 
interest, it is a substantial interest. 


A company was assessed excess profits 
tax on the basis that 49 per cent of its shares 
were owned by persons who had owned 
nearly all the shares in a company whose 
business this taxpayer continued to operate. 
Section 3 of the Excess Profits Tax Act 


’ uses the phrase “substantial interest.” This 


taxpayer claimed that this phrase should 
be construed as being synonymous with 
“controlling interest.” The Supreme Court 
of Canada, however, held that in their ordi- 
nary meaning, the words “substantial in- 
terest” mean large quantity or considerable 
amount of shares. 


The Excess Profits Tax Act provides 
that a company is exempt during its first 
year of operation provided (a) it carried 
on a substantially new business with sub- 
stantially new assets, (b) it had started 
business after June 26, 1944, unless it con- 
tinued a previous business and (c) some 
person or persons had a substantial interest 
both in the previous and in the new busi- 
ness.—Manning Timber Products, Ltd. v. 
Minister of National Revenue, 52 DTC 1148. 


Failure to File 


The penalty continues for each day of 
default. 


This taxpayer failed to file his income 
tax return on the date due and remained 
in default for a period of seven days. In the 
lower court he pleaded guilty and was fined 
$25 or ten days in prison, but this was 
appealed because, as stated by the higher 
court, the minimum fine is $25 for each 
day of default. The fine then became 
$175.—Mailhot v. Drouin, 52 DTC 1149. 
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New York Tax Law 


The Tax Law of the State of New York. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1952. 
371 pages. $3. 

This publication is an up to date, well- 
indexed compilation of the latest tax law 
of the State of New York (Chapter 60 of 
the Consolidated Laws of New York). It 
includes Article 4, Sections 130-139 of state 
departments law, law provisions establish- 
ing a state board of equalization and aSsess- 
ment, and law provisions imposing admissions 
and pari-mutual taxes on horse races. 


Plants for Emergencies 


Amortization of Defense Facilities. Ma- 
chanery and Allied Products Institute, 120 
South La Salle Street, Chicago 3, Illinois. 
1952. 107 pages. $1. 


If industry comes out ahead on its amor- 
tized emergency facility, it doesn’t always 
follow that it profiteered and neither does 
it follow that industry was robbed if the 
government turns out to be the gainer. 
There are groups which hold a contrary 
opinion when it suits their purpose to do 
so, and aside from these critics, many in- 
dustrialists exaggerate their own gain. 
For instance: 


It is not uncommon to encounter an an- 
alysis along the following lines: A com- 
pany builds a defense facility for $1,000,000 
and is allowed to amortize $600,000 of the 
investment over five years with 5 per cent 
annual depreciation on the balance. At the 
end of the five-year period, the unrecovered 
cost is $300,000. The company finds the 
facility quite useful for normal civilian pro- 
duction, so much so, in fact, that it would 
be willing to pay $600,000 for it if it did 
not already have it. Since this is $300,000 
above the unamortized investment, and 
since the company’s marginal tax rate dur- 
ing the emergency was 70 per cent, it is 
concluded that $212,000 of the $600,000 was 
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paid for “out of taxes.” In other words, 
the company assumes that it has obtained 
“free capital” to that extent. 


The fallacy in the analysis is that it 
ignores the fact that the $300,000 of over- 
amortization during the emergency period 
deprived the facility of a like volume of tax 
deductions in the future. 


The MAPI published this book to pro- 
vide an analysis of the amortization prob- 
lem which we have encountered three times 
in the last century and to dispell criticism 
and certain common fallacies. The book 
offers several proposals for the reform of 
special amortization, such as the suggestion 
that its charges be fully allowable as a part 
of production, not only as now for tax pur- 
poses and renegotiation but for original 
negotiation and price redetermination as well. 


Law by Compromise 


The Federal Taxing Process. Roy Blough. 
Prentice-Hall, 70 Fifth Avenue, New York, 
New York. 1952. 506 pages. $5.65. 


It was in 1927 when he was connected 
with the Wisconsin tax commission that the 
author learned that all is not.gold that glit- 
ters. He found out, he says, that tax policy 
was not made and could not be made in the 
way that the leading textbooks in public 
finance said or implied it should be made. 
In his many years of association with the 
federal taxing process—Wisconsin tax com- 
mission, Treasury Department and the Council 
of Economic Advisers, Roy Blough remained 
a realist and this book presents a realist’s 
concept of the federal taxing process. 


This process is one which resolves the 
conflict of personal interest of the taxpayer 
and his pressure group, of the politician 
and his national policy, and of the economist 
and his scientific thinking. 


The scientist sees the taxing process as 
an orderly extraction of sufficient revenue 
for the purpose of carrying out the public’s 
interest and this is an elusive concept. The 
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goals of the public interest are implemented 
by a national policy and a national policy 
is set functioning by tax measures. 


A somewhat over-generalized statement 
of this procedure is the author’s comment 
on page 466. 


“Among the goals of national policy that, 
it has been proposed, should be promoted 
by tax measures, or a combination of tax 
and expenditure measures, are three of particu- 
lar interest: (1) the stabilization of the 
economy; (2) the promotion and direction 
of economic growth; and (3) modification of 
the distribution of income and wealth to 
provide a minimum standard of welfare to 
lower-income families. These goals are not 
limited to any small group, official or non- 
official; they are widely accepted, although 
not all in the same circles or with identical 
interpretation of the goals.” 


Once this nation has embarked upon a 
policy of certain magnitude, the taxing proc- 
ess then becomes a procedure in which the 
personal interests of the taxpayers are re- 
solved to a denominator which is sufficiently 
low to enable the enactment of a statute. 
Taxpayers’ conflict with the law continues 
through the courts and administrative agen- 
cies after enactment. In the final analysis, 
what the taxpayer is attempting to do is to 
shift a part of his burden to someone else. 
To see that this is not done is the function 
of the economist and the politician. Both 
are necessary to the process of forming a 
tax policy. It is the duty of the social scien- 
tist or economist to forecast the effects that 
tax changes would have on the economy or 
other conditions that are expected to prevail. 


The politician must evaluate conflicting 
interests of regional, income, wealth and 
occupational groups, and competing public 
values. So, both politicians who make choices 
among interest and values, and economists 
who analyze economic effects, are necessary 
to the federal taxing process. 


The author knows the process from inti- 
mate experience, and he explains in suc- 
cessive chapters to the reader the part played 
by Congress, by the Executive, by the ex- 
pert, by the collecting agencies and by the 
courts. 

He also explains the considerations which 
relate to the level of taxation—that is, the 
revenue goal and budget policy. He explains 
the considerations which relate to the dis- 
tribution of taxes. 

The taxpayer should not be heard to com- 
plain, then, about his taxes being too high 
or unfair, because, as the author points out, 
the taxing process is a normal, necessary 


Books . . . Articles 


function involving the earnest and sincere 
efforts of a great many people to establish 
and maintain a system of equitable taxation. 
If a taxpayer has any gripe at all, he should 
direct it to the national policy. Having 
adopted a policy which calls for a program 
of large expenditures, a taxpayer must ac- 
cept the weight of the burden which he has 
imposed upon himself, and rather than con- 
demn the processors, he should be grateful 
that the politician and the economist do 
combine to lay the burden as lightly as is 
possible. 


Elementary Taxes 


Federal Taxes. Edited by Clifton H. 
Kreps, Jr. The H. W. Wilson Company, 
950 University Avenue, New York 52, New 
York. 1952. 183 pages. $1.75. 


This little reference book is a combination 
of opinions of recognized authorities in the 
field of taxation. It is a part of the “Refer- 
ence Shelf” which contains reference volumes 
on a wide variety of controversial questions. 


Under the subjects Magnitude, Purpose 


‘arid Effects of Federal Taxation, Equity in 


Taxes (distribution of the burden), Taxa- 
tion, Defense and Inflation, and Should Fed- 
eral Taxing Powers Be Limited, the editor 
has collected articles by well-known author- 
ities which have appeared in other publica- 
tions. On the whole, this forms a very 
interesting group of readings about federal 
taxes. We have one criticism. Under the 
heading Should Federal Taxing Powers Be 
Limited? several articles, first published in 
1944, were used. This caught our critical eye 
because the July, 1951 issue of TAXEs carried 
a pro and con discussion of this 25 per cent 
constitutional limitation by some well-known 
authorities: Griswold, Maguire, Packard 
and Ruttenberg. 


To Know the Teachers 
Is to Know the Law 


Jurisprudence — Its American Prophets. 
Harold Gill Reuschlein. The Bobbs-Merrill 
Company, 730 North Meridian Street, In- 
dianapolis 7, Indiana. 1951. 527 pages. $7.50. 


-An intriguing section of this book is 
Appendix V, which contains a biographical 
list of authors whose writings are recom- 
mended for the stimulation of further read- 
ing in law. The author, probably from 
modesty, has omitted his own biography 
from the list. This seems a shame, for he 
has gathered in his book the essence of the 


753 








great teachers’ theories on law which he 
could not have done had he been lacking 
in the ability or perspicacity that he so 
admires in those authors he has listed in 
Appendix V. 


The author is professor of law in the Uni- 
versity of Pittsburgh. The book grew out of 
material for use in seminars in jurisprudence 
at the university. 


Mr. Reuschlein calls his book a survey 
and nothing more; probably that is a good 
description, for he has selected the writings 
of those men who represent various schools 
of thought in jurisprudence. The reader will 
meet the early teachers—Wythe to Cooley 
and Cooley to our contemporaries. Included 
in this latter period is Christopher Columbus 
Langdell, the man who, by his system of 
case study, introduced science into the 
teaching of law. 


The reader will also meet James Barr 
Ames, who was one of the most promising 
of Langdell’s students. He was the student 
who did a great deal to establish the Lang- 
dell method of instruction in all the better 
law schools. 


When the author comes to the discussions 
of our contemporaries, he begins with “the 
pre-emptive Roscoe Pound,” of whom he 
says: “Sociological jurisprudence has ex- 
perienced an evolution. It has passed 
through a mechanical positivist stage and 
through biological and sociological stages 
and has now entered the stage of unification. 
The field general who has directed this im- 
portant process of unification has been 
Roscoe Pound. Perhaps we ought to say 
that his greatest service has been the deter- 
mined and persistent manner in which he 
has insisted on pointing out that each of the 
approaches to which jurisprudence has been 
successively committed offers something of 
value to the science as a whole, but ought 
not to be pursued to the exclusion of other 
approaches.” 


The author groups 15 writers under the 
heading “The Realists.” Here we find 
such prominent names as Frank, Radin, 
Yntema, Cohen, Laski and Rodell. 


The author says that Fred Rodell’s theme 
song is “Lawyers Are No Damn Good,” 
and his “philosophy is a challenge and what 
he omits is as much a part of it as what he 
includes. In fact he is more crusader than 
philosopher—or perhaps he wishes to make 
crusaders of his readers.” 


The author points out that Rodell is 
somewhat of an iconoclast and that he 
thinks that lawyers have built up a language 





all their own; while it is English, it is still 
unintelligible to the layman. Laws should be 
expressed in simple words for each law 
governs every man. It ought to speak to 
every man in every man’s tongue. Rodell 
emphasizes that our Constitution was not 
written with the democratic intent we now 
assign to it and that ideas clearly expressed 
in theory are clouded by interpretive lan- 
gauge and changed in practice. Legal 
process is too expensive. Lawyers compete 
with each other and the profession com- 
petes against the client. 


Skipping about the contents, we meet 
another group—“The Neo-scholastic.” In 
this group the author has placed Adler, 
Hutchins, McKinnon, Palmer, Kennedy, 
Father LeBuffe, Father Lucey and Manion. 
It is refreshing to read of these writers who 
trace the development of law in America 
from the natural law and who also place 
great emphasis on the Declaration of In- 
dependence as being the basic document of 
all that came after. Father LeBuffe says that 
natural law jurisprudence is the traditional 
American jurisprudence because it is what 
makes democracy a possibility. Father 
Lucey follows this same theme and integrates 
the positive law theory into his natural law 
theory. 


In relating the various schools of thought 
to the individuals involved, the author has 
put together one of the most interesting 
biographical books we have seen in a long, 
long time. 


ARTICLES 


It’s a Small World . . . Are tax incen- 
tives necessary for the promotion of the 
international trade of the United States? 
Or must “the equity of the income tax” 
be maintained by taxing equally all United 
States taxpayers’ income from whatever 
source derived? What tax incentives are 
presently available? What are these incen- 
tives supposed to accomplish and for whom? 


Two Chicago attorneys explore these 
questions from two points of view: from 
the position of the government and from 
the position of the taxpayer—Baker and 
Sarabia, “The Function of Tax Incentives 
in International Trade,” Tulane Law Review, 
June, 1952. 


Inventions: Appraisal of Patent Right 
A Brooklyn law professor discusses 
definition of the patent right and its value, 
in various countries, to the inventor.— 
Drews, “Value of a Patent,” Brooklyn Law 
Review, April, 1952. 
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Acq. and Non-acq. 





Where Credit Is Due 
Sir: 


In your story on page 664 of the August 
issue of your magazine you present state 
tax collection figures for 1942 and 1951. 
They apparently came from recently pub- 
lished reports of the United States Census 
Bureau, yet the story itself gives no indi- 
cation whatsoever of the source. I consider 
this unfortunate for two reasons which I 
should like to point out. 


The first reason is that any of your 
readers who wish more detailed informa- 
tion are enabled, by the indication of origi- 
nal sources,’ to seek out such further data. 


A second and perhaps less obvious reason 
is that proper credit to public statistical 
agencies is likely to help assure their ability 
to continue important informational serv- 
ices. It seems most unfortunate to me that 
in recent years, with governmental costs 
and financial problems growing, the very 
limited census resources for basic statis- 
tical reporting in this field have been prac- 
tically cut in half. Congress recently failed 
to provide funds for a 1952 census of gov- 
ernments. We have had such a census early 
in every decade since 1850; the latest was 
for 1942 and the next now legally authorized 
will be for 1957. 

H. CiybE REEVES 
CoM MISSIONER OF REVENUE 
CoMMONWEALTH OF KENTUCKY 


FRANKFORT, KENTUCKY 


Indebtedness 
and Involuntary Conversions 
Sir: 

In the third paragraph of the story on 
page 199 of the March issue of your maga- 
zine (“The New Law of Involuntary Con- 
versions” by Harold Kamens and William 


A. Ancier), referring to the old law, the 
authors state that inequities were created 


Acq. and Non-acq. 





‘ation. 


in situations in which funds were used to 
pay off indebtedness on the converted prop- 
erty and not for replacement. There is 
a clear implication made that the new law 
has changed this inequity. Upon a study 
of Section 112 (f), I am unable to find that 
this particular inequity has been remedied. 

BERNARD WERNER 
New York CIty 


Both the House committee report and 
the law itself, Section 112 (f) (3), specifi- 
cally provide for the above-mentioned situ- 
Quoting from the House committee 
report, 525 CCH Srtranparp FEDERAL TAX 
Reports { 6241: “A problem also arises 
under the present law where the taxpayer 
uses a part of the proceeds from the con- 
verted property to pay off indebtedness on 
the converted property. In such a case the 
taxpayer is denied the benefits of Section 
112 (f), that is, the taxpayer must pay a 
tax on any gain from the converted prop- 
erty up to the amount of the proceeds 
which are used in liquidation of the in- 
debtedness on the converted property, even 
though he fully replaces the converted 
property, since the amount used to pay off 
the indebtedness cannot be directly traced 
into the replacement property. 


“The bill eliminates the requirement of 
existing law that the taxpayer, in order to 
have the benefits of Section 112 (f), must 
trace the proceeds from the converted prop- 
erty into the replacement property. 


“Paragraph 3 of section 112 (f) as 
amended by the bill provides new rules 
for the non-recognition of gain where the 
disposition of the converted property occurs 
after December 31, 1950, and the taxpayer 
receives money or receives property not 
similar or related in service or use to the 
converted property. Under this paragraph 
there is no requirement that the proceeds 
from the converted property be traced into 
the replacement property. It is sufficient 
if the taxpayer, for the purpose of replac- 
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ing the property so converted, purchases 
property similar or related in service or 
use to the property so converted or pur- 
chases stock in the acquisition of control 
of a corporation owning such property.” 


In our article we said that “paragraph 
three states that where property is con- 
verted after December 31, 1950, it is suffi- 
cient to defer gain if taxpayer reinvests in 
similar property. No longer need 
the converted funds be directly traced into 
the replacement property.” 


Thus, the new law as related above does 
not require the tracing of specific funds 
from the conversion to the new property. 
The disposition of the proceeds received is 
immaterial so long as the subsequent pur- 
chase meets the other tests. The purchase 
price must still be equal to the amount 
received on conversion. Only the tracing 
of funds is eliminated, not the provisions 
with respect to nonrecognition of gain. 

Haro_p KAMENS 
NEWARK, NEw JERSEY 


Payment of Charitable Pledge 
by Conveyance of Property 
Sir: 


Can a taxpayer be taxed on the appre- 
ciation in value of property, other than cash, 
contributed to an organization qualifying 
under Code Sections 23 (0) and 23 (q)? 


Where the contribution is the immediate 
and spontaneous result of an appeal from 
a qualified organization, it is well estab- 
lished that a deduction equal to the fair 
value of the property contributed may be 
taken (subject to the limitations of 15 per 
cent of adjusted gross income in the case 
of individuals and 5 per cent of net income 
before contributions in case of corporations) 
and that the increase in value over the 
contributor’s adjusted basis is not subject 
to tax. 

Will, however, the same result be achieved 
where the property is contributed ‘in partial 
or complete satisfaction of a previous 
pledge? 

Hospital facilities in Podunk Center were 
woefully inadequate for the needs of the 
community. To remedy the condition, a 
group of civic-minded citizens formed the 
Hospital Development Fund, Inc., for the 
purpose of raising $2 million for the im- 
provement and extension of hospital facili- 
ties. This corporation duly qualified under 
Code Sections 23 (0) and 23 (q), and con- 
tributions made to it were deductible for 
federal and state income tax purposes. 


Since the construction and re-equipment 
program could only be implemented over 
a period of several years, the fund solicited 
pledges payable over a three-year period. 


John Jones, a local businessman, pledged 
himself to pay $3,000 in equal annual install- 
ments in 1949, 1950 and 1951. In 1949, 
Jones sent his check for $1,000. In 1950, 
being more taxwise (he thought), Jones 
turned over to the fund ten shares of the 
capital stock of the X YZ Corporation. This 
stock had a market value of $1,000 at the 
time of conveyance but had cost Jones 
only $200 in 1934. Again, in 1952, Jones 
contributed stocks having a market value 
of $1,000 but a basis in his hands of con- 
siderably less. 


Jones was still congratulating himself 
on having saved several hundred dollars 
in taxes when a revenue agent walked in 
to examine his 1950 return. Jones had 
proper and adequate explanations for all 
questions raised by the revenue agent, but, 
just when it seemed the examination was 
terminating in a complete victory for Jones, 
the revenue agent, seemingly as an after- 
thought, asked: “Is this contribution to 
the Hospital Development Fund, Inc., in 
payment of a pledge you made in 1949?” 


“Yes,” replied Jones. 


“Then,” said the revenue agent, “I shall 
have to include in income 50 per cent of 
the increase in value of the stock as a long- 
term capital gain.” 


“How so?” replied Jones. “I thought it 
was clear that property contributed was to 
be deducted at its fair value, and any incre- 
ment in value over my basis was ‘not 
taxable.” (L. O. 1118, II-2 CB 148; Regula- 
tions 111, Sections 29.23 (o0)-1 and 29.23 
(q)-1.) 

“That’s true,” replied the agent, “but 
when you made your pledge in 1949, you 
created an obligation to pay $3,000, and 
your delivery of stock in 1950 was in settle- 
ment of that obligation. It is equally well 
settled that when a fixed monetary obliga- 
tion is settled by conveyance of property, 
the difference between the taxpayer’s: ad- 
justed basis in the property and the amount 
of the obligation settled is taxable income.” 
(International Freighting Corporation, Inc., 
CCH Dec. 12,168, 45 BTA 716 (1941), aff'd 
43-1 ustc J 9334, 135 F. (2d) 310 (CCA-2); 
Suisman v. Eaton, 36-2 ustc J 9443, 15 F. 
Supp. 113 (DC Conn.); Peninsula Properties 
Company, Ltd., CCH Dec. 12,552, 47 BTA 
84 (1942); ©. D. 355, 2 CB 130). 

It would seem that the crux of the agent’s 
position lies in the concept that Jones’ 
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pledge creates a binding monetary obliga- 
tion which could be enforced against him 
or his estate. Though the courts endeavor 
to enforce such obligations, primarily on 
moral grounds, there is a difference of 
opinion on the subject, and the results may 
vary in the several jurisdictions. 


Assuming that the pledge created a bind- 
ing obligation, when was the contribution 
made? Following the revenue agent’s line 
of reasoning to its logical conclusion, it 
would seem that the fair value of the prop- 
erty could not be deducted in the year con- 
tributed, since the contribution, if any, 
would have been effected in the year the 
pledge was made. This theory, however, 
would conflict with the provisions of the 
Code which quite clearly permit the deduc- 
tion only in the year of payment (except 
by corporations in certain limited circum- _ 
stances not relevant to this discussion). 
Could it be that in the end Jones will pay 






tax on a theoretical gain and not be allowed 
a deduction for the contribution? 


Such a situation is illogical and almost 
fantastic, but our federal tax system is re- 
plete with illogical rules, and the agent’s 
contention narrated above may well be 
adopted. and tested by the Treasury De- 
partment. 

To avoid the possibility of having this 
situation arise, it would be well for per- 
sons making pledges and, better still, for 
organizations soliciting them to provide in 
the pledge for payment in money or in other 
property acceptable to the pledgee. Thus, 
a taxpayer, in satisfying his pledge by the 
conveyance of property, would be comply- 
ing with the literal terms of his contract 
and not compromising its terms by sub- 
stituting property for money. 


FREDERICK E. KLEEB 
ROANOKE, VIRGINIA 





CORPORATE WORKING CAPITAL REACHES NEW HIGH 


The net working capital of United States 
corporations reached a new record level 
| of $84.1 billion at the end of March, 
| 1952, according to the latest quarterly 
| estimates by the Securities and Exchange 
Commission. This was $1.5 billion higher 
than the total at the end of 1951, result- 
ing from an increase in current assets 
of $70U million together with a decrease 
in current liabilities of $800 million. 

The increase in current assets during 
the first quarter of this year largely re- 
flected increases in inventories and notes 
and accounts receivable. Inventories in- 
creased $1.3 billion to a level of $62.5 
billion while notes and accounts receiv- 
able increased $600 million to a level of 
$57.0 billion at the end of the first quar- 
ter. The increase in inventories was less 
than for any quarter since the beginning 
of hostilities in Korea. 


During the first quarter of 1952 cor- 


| poration holdings of cash and United 
| States Government securities remained 
| 
| 





at high levels although off $1.0 billion 
and $400 million, respectively, from the 
end of 1951. At the end of the first 
quarter, corporations held $28.4 billion 
of cash and $21.2 billion of United States 
| Government securities. Corporate liquid: 
| ity, as measured by the ratio of these 
| two forms of liquid funds to current 
liabilities, declined only slightly from 
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the year-end in contrast to the sharp 
‘declines that took place in 1950 and 1951. 
At the end of March cash and United 
States Government securities amounted 
to 57 per cent of current liabilities, com- 
pared with 58 per cent at the end of 
1951 and 74 per cent at the end of 1949, 
the postwar peak. 


Federal income tax liabilities at the 
end of the first quarter dropped to $18.5 
billion from the record high of $20.2 
billion at the end of last year. Notes 
and accounts payable increased slightly 
while corporations carried an estimated 
$16.1 billion of other current liabilities, 
about $700 million more than at the 
1951 year-end. 


As for the other items affecting the 
corporations’ financial position, in addi- 
tion to the $1.5 billion increase in net 
working capital, in the first quarter of 
1952 corporations invested about $5.1 
billion in plant and equipment. Almost 
two fifths of this $6.6 billion of expan- 
sion was financed from external funds, 
an increase from 1951, the remaining 
expansion coming from internal sources 
—depreciation accruals and undistributed 
profits. Of the $2.6 billion secured from ex- 
ternal sources, $1.2 billion was from net 
new bond issues, $700 million from new 
stock issues and the remainder from oth- 
er long-time borrowing. 









Tax-Wise 


Twenty-five Years Ago 


The October, 1927 issue of this magazine 
quoted a letter written by Senator Borah 
to one of his constituents, The voter was 
urging the repeal of the federal inheritance 
tax. Parts of the Senator’s reply follow: 

“I am opposed to the repeal of the Federal 
inheritance tax. If it be regarded, as you 
claim it is, as an emergency tax, to my mind 
the emergency is still here. We still have 
a national debt growing out of the war of 
some nineteen billion dollars. Upon that 
we are paying interest annually of some 
$750,000,000. It seems to me that 
such figures constitute an emergency as to 
taxation.” 

If the worthy Senator found our financial 
situation in 1927 to be in a state of emer- 
gency, what would he think of it today? 
(Note: Mr. Webster, what is more of an 
emergency than an emergency ?) 


Meetings of Tax Men 


Tulane Tax Institute.—The second annual 
Tulane Tax Institute will be held November 
19-21 at the St. Charles Hotel, New Or- 
leans, under the joint sponsorship of the 
colleges of business administration and law 
at Tulane University. The conference will 
cover taxation at regional and national 
levels and will include discussions on the 
new look in capital structures, special classes 
of taxpayers, special industry problems, oil 
and gas taxes, estate and gift taxes, trusts, 
income taxes, excess profits and other tax 
procedures and problems. 


New York University Institute on Federal 
Taxation.—As noted last month, the eleventh 
annual Institute on Federal Taxation of New 
York University will be bigger and better 
this year with full coverage given to all 
phases of tax problems, Keynoted to prac- 
ticality, the institute provides a clinic for 
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Taxes... 
Tax People... 
Things Taxed... 


the exchange of ideas between men who 
have a thorough tax background and who 
are familiar with the Internal Revenue Code 
and Regulations. Lectures and panel dis- 
cussions will be confined to recent develop- 
ments and current issues, rather than historical 
matter. At the request of last year’s partici- 
pants, the institute this year will devote two 
sessions to questions and answers. Jacob 
Rabkin will be in charge of these sessions; 
answers will be provided by a group of ex- 
perts chosen from the program and advisory 
committees and the lecturers. 


J. K. Lasser is chairman of the institute. 
Included among a distinguished list of lec- 
turers and panel members are the following: 
Martin Atlas, Frank B. Appleman, David 
Beck, Jacquin D. Bierman, Aaron L. Dan- 
zig, Leo A. Diamond, Internal Revenue 
Commissioner John W. Dunlap, Chester M. 
Edelmann, Bruce H. Greenfield, Sydney A. 
Gutkin, John P. Hodgkin, Jay O. Kramer, 
Albert Mannheimer, Kenneth C, Miller, 
Seymour S. Mintz, Clifford H. Rich, Meyer 
Rothwacks, Henry Cassorte Smith, Assist- 
ant Revenue Commissioner Norman A. Sug- 
arman, Thomas N. Tarleau, Charles W. Tye, 
District Revenue Commissioner (Chicago) 
Ernest C. Wright and Samuel L. Zeigen. 


The institute will be held at the Hotel 
Barbizon-Plaza in New York City. The 
registration fee of $121 includes the optional 
dinner fee of $6. Single day registrations 
carry a fee of $17.50. Registrations should 
be addressed to Mr. Henry Sellin, Executive 
Secretary, Institute on Federal Taxation, 
New York University, Washington Square, 
New York 3, New York. 


Tax Practice Institute—Two tax courses 
will be offered this fall by the Tax Prac- 
tice Institute, Munsey Building, Wash- 
ington 4, D. C. Each will consist of 
15 two-hour lectures to be held Mondays, 
Wednesdays and Fridays at 6 p. m. The 
first, “Federal Income Tax Law and Pro- 
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cedure,” will be held from October 1- 
November 3. The second, “Federal In- 
come Tax Saving Techniques for 1952 and 
1953,” will run from November 10-December 
17. Registration is limited to accountants 
and attorneys. Full information may be 
obtained from the institute. 


Corporations Produce Greater 
Revenue for Uncle Sam 


Income and excess profits taxes on cor- 
porations in 1951 brought the government 
$24.2 billion, left the corporations $18.7 
billion. Seasonally adjusted rates for the 
first half of 1952 show the government’s 
annual share to be $23.8 billion, the corpo- 
rations’, $17.5 billion. 


This represents a considerable change 
from 1939. In that year, the government’s 
slice was $1.5 billion, the corporations’, $5.0 
billion. 


The stockholders’ share is also cut. With 
profits before taxes of $6.5 billion in 1939, 
stockholders got $3.8 billion in dividends— 
better than half. In 1951, profits before 
taxes were $42.9 billion; stockholders re- 
ceived $9.0 billion—less than a fourth. 


The taxes of the government on corpo- 
rations increased more than 15 times from 
1939 to 1951; corporations’ profits after 
taxes increased a little better than 214 times; 
and sto¢kholders’ dividends increased a little 
less than 1% times. 


Figures were obtained from the 1952 Mid- 
year Economic Report of the President. 


Return to Balanced State Budgets? 


The Tax Foundation recently has pub- 
lished an analysis of state spending during 
and after World War II. This analysis is 
based on figures supplied, for the most part, 
by the Bureau of the Census. A study of 
these figures reveals that, while there have 
been increases in both expenditures and 
revenues, the over-all picture is now one of 
deficit spending by the states. 


The three major items of state expenditure 
are schools, highways and public welfare. 
In each of these, as in the other fields, oper- 
ating and construction costs have increased. 
In addition, protects which were delayed by 
World War II are now being undertaken in 
a period of rising costs. There has also been 
a rather large increase in the amounts be- 
ing allocated to public welfare. 


Tax-Wise 


Suggestions made to reduce expenditures 
include adoption of legislation and stricter 
administrative policy to prevent abuses in 
public welfare programs; careful utilization 
of all state personnel; avoiding the expan- 
sion of an activity or the installation of a 
new service; selection of projects involving 
major construction so that only the most 
essential are undertaken. 


. 


Some states already have taken certain 
measures designed to eliminate waste and 
prevent abuses; the study points out, how- 
ever, that all states may adopt and enforce 
further measures which again would make 
possible a balanced economy. 


This deficit-spending trend on the part of 
the states is not supported, says the founda- 
tion, as on the federal level, by the possible 
justification of costly national defense ex- 
penditures. If this trend continues, the gap 
between expenditure and revenue will be 
widened and there will be a further increase 
in state taxes. This will augment the al- 
ready heavy tax burden imposed at the 
federal level. 


Congress Trims Weighty Budget 
to $73 Billion 


Faced with a 1953 federal budget, which, 
though estimated earlier at $85.4 billion, 
had been reduced to $81.4 billion by the time 
it came up for their consideration in the var- 
ious appropriation bills, Congressmen slashed 
away at what they considered additional 
excess fat and set the final total appropria- 
tions figure at $72,970,543,275. 


Congressional trimming amounted to a 
10.3 per cent reduction from the revised 
budget estimates. On the individual bills, 
reductions varied from 2.2 per cent for the 
combined appropriations for the Depart- 
ment of the Treasury and the Post Office 
Department, to 18.3 per cent for the com- 
bined appropriations for the Departments 
of State, Justice and Commerce. Of the 
latter three, Congress was most lenient in 
its treatment of the justice department— 
only $5,614,000 was pared from a $189,907,000 
request, while $100,706,586 was lopped from 
a request of $318,408,010 for the state depart- 
ment and $120,533,913 was slashed from the 
$707,122,499 requested for the commerce 
department. 


The Department of Defense, with the 
largest requested share of the budget 
($51,390,709,770), received a below average 
cut (9.3 per cent) and ended up with an 
approved appropriation of $46,610,938,912. 
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Less consideration was shown for the sup- 
plemental appropriations (foreign aid, mili- 
tary construction, atomic expansion and the 
emergency agencies); a 15 per cent cut of 
more than $2 billion was made. 

While the appropriations for the combined 
treasury-post office departments were cut 
only 2.2 per cent, the amount of the cut for 
the treasury department itself was 7.1 per 
cent. The requested allotment of $693,045,000 
for treasury activities was reduced by 
$48,950,000 to $644,095,000. The stiffest re- 
duction of the individual branches of the 
treasury department was borne by the De- 
partment of Internal Revenue; Congress 
hacked $35 million from a_ requested 


$305,007,000, a reduction of 11.5 per cent. 


The treatment accorded by Congress to 
the various appropriation bills is summar- 
ized in the chart below, figures for which 
were obtained from the Congressional Record. 


Full Cash Value Assessment 
in Colorado Limited in Effect 


Taxpayers in Colorado are having their 
property assessed at “full cash value” this 
year by order of the state tax commission 
to local assessors. This is a move to place 
the assessment practice for ad valorem taxa- 
tion in conformance with long-standing 
statutory requirements. 


All is not as bad as it sounds, however, for 
the commission has formulated methods and 
procedures for assessors to use in rolling 
back present-day values to those in effect in 
1941. The commission feels that such a roll- 
back would comply with the law. 

In addition, the 1952 Legislature passed a 
law which stipulated, in brief, that 1952 rev- 
enues from tax levies fixed by statute can- 
not be more than 5 per cent greater than 


those in 1951, except by permission of the 
commission. This was done to prevent any 
disproportionate increase in taxes through 
full cash valuation, 


Florida Bar Organizes Tax Section 


Members of the Florida bar, who are in- 
terested in tax matters, are invited to join 
the recently approved tax section. The ac- 
tivities of the section will include federal, 
state and local tax matters. It will arrange 
for articles on tax matters in various media, 
will supply speakers on tax subjects and 
will arrange tax clinics throughout the state. 

Membership dues for this section are as 
follows: for those who have been members 
of the bar of any state for three years or 
more, $5 annually; and for those who have 
been members of any bar for less than three 
years, $2.50 annually. 

Requests for membership, together with 
fees, should be forwarded to either Douglas 
D. Felix, Roper Building, Miami, Florida; 
or Charles A. Morehead, 228 N. E. Second 
Avenue, Miami, Florida. 


Little Hoover Report 
on Minnesota Revenue Agencies 


The Minnesota Efficiency in Government 
(Little’ Hoover) Commission submitted its 
report to the state legislature in January, 
1951. Though much interest and discussion 
were aroused, the legislature failed to take 
any effective action on the many recom- 
mendations. The report, however, continues 
to be the subject of much debate, and a 
Citizens Committee for the Little Hoover 
Report has been organized with Dr. Donald 
J. Cowling as chairman. Furthermore, sev- 
eral legislative leaders have promised action 


Appropriations—Asked and Granted 


Appropriation 
Bill 

Treasury-Post Office ..... 
Independent Offices 
Labor-Federal Security 
Interior Department 
District of Columbia 
Civil Functions 
State, Justice, Commerce 
Legislative 
Agriculture Department ... 
Defense Department ....... 
Supplemental * 


1953 Budget 
Estimate 
..$ 3,515,145,000 
6,982,487 ,043 
1,983,610,861 


1,243,136,809 


51,390,709,770 
13,867,928,689 


$81,357,773,263 


Amount 
Approved 

$ 3,437,895,000 
6,272,836,303 
1,787,471,050 
541,729,845 
11,000,000 
584,061,600 
1,015,981,710 
76,849,392 
838,003,124 
46,610,938,912 
11,793,776,339 


$72,970,543,275 


—_— 
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632,151,800 
12,000,000 
712,627,800 
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86,172,413 
931,803,078 
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* Foreign aid, military construction, atomic expansion, emergency agencies. 
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in 1953. Probably all of the proposals won’t 
be considered fully in one session, or even 
in a half dozen sessions, some of them say, 
but the report is sure to be a blueprint for 
long-range action. 

The commission recommended the cre- 
ation of a department of revenue to replace 
the present department of taxation. This 
new department would serve as a single 
central collection agency. Its functions 
would include the collection of liquor, auto- 
mobile and insurance taxes and all other 
major taxes and fees except those paid 
to specific departments. The commission 
would amend the law preventing the ex- 
change of tax information between depart- 
ments of the government. 


The Little Hoover report also proposed 
the modification of the personal property 
tax in order to eliminate inequalities. Fur- 
thermore, the commission thought it best 
to discontinue taxes that do not return an 
amount exceeding administration costs by 
the same percentage as do other major 
sources of revenue. 


Concluding its revenue-raising recom- 
mendations, the commission suggested that 
each county should be required to have a 
county assessor instead of, as under the 
present statute, an assessor or a supervisor 
of assessors as preferred. 


South Africa Tax Treaty 
Ratifications Exchanged 


Instruments of ratification of the death 
tax convention and protocol between the 
two nations have been exchanged by the 
Secretary of State of the United States and 
the Ambassador of the Union of South 
Africa. 


The exchange brings into force and effect 
the convention of April 10, 1947, for the 
avoidance of double taxation with respect to 
taxes on the estates of deceased persons, 
and the protocol of July 14, 1950, supple- 
mentary thereto. 


Spirits Unwound 


Unwinding some of the red tape involved 
in the payment of excise taxes by the liquor 
industry, Treasury Decision 5919, approved 
July 16, 1952, now permits the use of dis- 
tilled spirits excise tax stamps, in lieu of 
certificates of taxpayment, for the payment 
of the tax on distilled spirits removed in 
tank cars and tank trucks from registered 
distilleries, fruit distilleries and internal rev- 
enue bonded warehouses, and of alcohol 
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removed by pipeline and in tank cars and 
tank trucks from industrial alcohol plants 
and industrial alcohol bonded warehouses. 


Where this method of taxpayment is 
used, the amendments contained in the de- 
cision provide that a wholesale liquor deal- 
er’s stamp shall be affixed to the conveyance 
as evidence of taxpayment. The distilled 
spirits excise tax stamps can be purchased 
in advance and wholesale liquor dealer’s 
stamps can be obtained from the storekeeper- 
gauger at the plant. 


Under this procedure, the proprietor of 
the plant cancels the previously purchased ex- 
cise tax stamps at the time the conveyance 
is filled, presents the cancelled stamps to 
the storekeeper-gauger, and receives a whole- 
sale liquor dealer’s stamp to affix to the con- 
veyance. He is thus able to get his product in 
transit immediately without waiting until 
after the tank car or truck is filled and 
gauged to pay his tax and get the taxpay- 
ment form certified at the collector’s office. 


Chickens Would Be Exempt 
If They Grew on Bushes 


Chickens are not “crops or produce of 
any land” and are therefore taxable by the 
state or county as tangible personal prop- 
erty, ruled the Attorney-General of Mary- 
land in an opinion of July 10. The exemption 
for “crops or produce of any land” was held 
to apply specifically only to what was pro- 
duced from the soil itself and not to the 
more general term “farm products.” 


States Vary in Timing Death 
Motive in Property Transfers 


While the United States Supreme Court 
has held that there can be no conclusive 
presumption that gifts made within a cer- 
tain time before death are made in contem- 
plation of death and therefore automatically 
includable in the gross estate of the deceased 
for inheritance tax purposes, it has sustained 
the right of states to make such a prima 
facie presumption. 


Periods, during which such a prima facie 
presumption is made, vary in length among 
the states. 


When a transfer occurs within such a 
period, the executor of the estate has the 
burden of proving that they were not made 
in contemplation of death. When a transfer 
occurs prior to or outside of the presump- 
tive period, a state wishing to tax such 
transfers as part of the gross estate has the 


761 








burden of proving that a death motive 
existed. 

Under federal law, the presumptive period 
is three years, but no transfer made more 
than three years prior to death is taxable 
as having been made in contemplation of 
death. 

The presumptive period of the various 
states and territories is as follows: 

Alabama.—Three years, but no transfer 
made more than three years prior to death 
is taxable. 

Alaska.—No period specified. 

Arizona.—Two years. 

Arkansas.—Three years, but no transfer 
made more than three years prior to death 
is taxable. 

California—Three years if transfer is in 
fact proved to have been made in contem- 
plation of death (there is no presumption), 
but no transfer made more than three years 
prior to death is taxable. 

Colorado.—Two years. 

Connecticut.—One year. 

Delaware.—Six months. 

District of Columbia.—Two years. 

Florida—Three years, but no transfer 
made more than three years prior to death 
is taxable. 

Georgia.—Three years, but no transfer 
made more than three years prior to death 
is taxable. 

Hawaii.—No period specified. 

Idaho.—No period specified. 

Illinois ——Two years. 

Indiana.—Two years. 

Iowa.—Two years. 

Kansas.—One year. 

Kentucky.—Three years. 

Louisiana.—One year. 

Maine.—Six months, but no transfer made 
more than two years before death is taxable 
unless intended to take effect after death. 

Maryland.—Two years. 

Massachusetts.—One year, but no trans- 
fer made more than two years prior to death 
is taxable unless intended to take effect after 
death. 

Michigan.—Two years. 

Minnesota.—Two years. 

Mississippi—Two years. 

Missouri.—Two years. 

Montana.—Three years. 

Nebraska.—No specified period. 

Nevada.—No inheritance tax. 

New Hampshire.—No specified period. 

New Jersey.—Three years, but no trans- 
fer made more than three years prior to 
death is taxable. 
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New Mexico.—One year, but additional 
tax is imposed on such transfer according 
to the relationship of the parties. 

New York.—Three years, but no transfer 
made more than three years prior to death 
is taxable. 

North Carolina.—Three years. 

North Dakota.—Two years. 

Ohio.—Two years. 

Oklahoma.—Two years. 

Oregon.—Three years. 

Pennsylvania.—One year. 

Puerto Rico.—No provision. 

Rhode Island.—Two years. 

South Carolina—Five years, as to trans- 
fers made in contemplation of death be- 
tween parties related by blood or marriage. 

South Dakota——No specified period. 

Tennessee.—Two years. 

Texas.—Two years. 

Utah.—Three years. 

Vermont.—No tax if gift is absolute and 
takes effect in possession or enjoyment dur- 
ing the life of the grantor. 

Virginia—Three years, but no gift made 
more than three years prior to death is 
taxable. 

Washington.—Two years. 

West Virginia.—Three years. 

Wisconsin.—Two years. 

Wyoming.—Six months, but no transfer 
made more than two years prior to death 
is taxable. 


Increase in Personal Exemptions 


Under Louisiana’s new law which will 
be applicable to income tax returns filed 
for taxable years beginning after December 
31, 1951, the personal exemptions have been 
increased. The new exemptions are: 


Single individuals—$2,500. 
Married individuals—$5,000. 


All individuals having a gross income of 
$6,000 must file a return. 


No Sales Tax on Subsidies 


The Arizona sales tax cannot be applied 
to subsidies of copper mining companies to 
the metal reserve companies. These sub- 
sidies are reimbursement for extra costs 
sustained by the mining companies in pro- 
ducing in excess of their monthly quota 
during a time when copper prices were 
controlled and increased costs could not 
be offset by higher selling prices. Conse- 
quently, these subsidies cannot be considered 
“gross proceeds from sales,” “gross in- 
come” or “the value of products sold”—all 
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bases for computing the sales tax. “Gross 
receipts” is not a base—State Tax Com- 
mission v. Miami Copper Company, 2 stc 
q 250-180. 


Canada Avoids Controls 
and Excess Profits Tax 


Although economic conditions in Canada 
and the United States are similar, Canada 
has followed strikingly different policies 
than the United States in combating the 
threat of inflation since Korea, according 
to a special study of Canadian budgetary 
policies made by the Joint Congressional 
Committee on Internal Revenue Taxation. 

Basic differences are that Canada avoided 
the use of direct controls on wages and 
prices and the imposition of a corporate 
excess profits tax, such as the United States 
adopted. Instead, the Dominion made 
greater use of excise and manufacturers’ 
sales taxes to mop up excess purchasing 
power. 

Helping Canada’s drive for economic 
stability is the fact that the Dominion Gov- 
ernment’s expenditures have risen only 
66 per cent between the 1950 and 1953 fiscal 
years while revenues increased 70 per cent, 
not taking into account new tax proposals 
made this year. In the United States, on 
the other hand, federal government ex- 
penditures have increased 99 per cent and 
revenues 84 per cent in the period.— 
Money-Matters, Institute of Life Insurance, 
July, 1952. 


Inside Taxes 


The mail comes into this place by the 
truckloads every day, and the arrival of 
the mail is still an event to which most of 
us look forward. It provides the raw 
products which we process and manufacture 


into items of business information that serve’ 


so many people in all parts of the country. 
It brings new subscriptions and renewals— 
all pleasant to receive. It brings manu- 
scripts which are always welcome—some 
good and some excellent and some not so 
good. There are letters of criticism and 
letters of commendation, and we are thank- 
ful that the latter far outnumber the former. 
What all this leads up to is that in our mail 
last week we found an item that we can’t 
get out of our minds unless we tell you 
about it. 


San Quentin prison is on an island in the 
San Francisco bay. Richmond is a small 
city on the Oakland, or inland, side of the 
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bay. Years ago, before the bridge from San 
Francisco to Oakland was in use, ferries 
used to operate between Oakland and San 
Francisco, and other small cities on the 
inland side of the bay, which carried com- 
muters daily from their work in San Fran- 
cisco to their homes across the bay. If you 
drove your car to work you simply drove it 
onto a ferry which then carried you across the 
bay. Many a commuter will remember and 
perhaps sigh with nostalgia for those morn- 
ing trips when he would eat in the restaurant 
on the ferry while crossing the bay. Since 
the opening of the bridge many of these 
have been discontinued, but some still operate 
between points not served by the bridge. So 
much for background. In our mail the 
other morning we received a request from 
the librarian of San Quentin prison for a 
sample copy of this magazine and with the 
request was a copy of the San Quentin News. 


In view of the recent scandals and ex- 
posures that have touched tax circles we 
were, of course, prompted to wonder if one 
who was a subscriber while on the “outside” 
had recently obtained a business situs on the 
“inside” and had pressed the librarian for 
this magazine. Be that as it may. We don’t 
know what prompted the request and we 
very gladly forwarded the sample copy. 


The newspaper is most interesting. It is 
edited and printed in the vocational print 
shop and some of these “insiders” have de- 
veloped journalistic ability to a far greater 
capacity than some of the “outsiders” who are 
writing for outside newspapers. Here is 
the little piece which has stirred us. 


“We have a First Lady who is affection- 
ately known to hundreds of men here as 
San Quentin’s Ferry Godmother. 


“This is the Lady who operates the res- 
taurant on the Richmond-San Quentin 
ferry boat. 


“A trip on this boat is the last lap on the 
journey to prison. 


“Tt is in the restaurant of this boat where 
men have their last meal in the free world. 


“San Quentin’s Ferry Godmother has no 
silver wand; she performs no miracles. 
What she does is to make the last few 
moments on the ‘outside’ as pleasant as it 
is humanly possible for her to do so. 


“She knows the moment you enter the 
lunch-room who you are, for there is no 
mistaking the expression of a man who, in 
a few minutes, will become a prison inmate. 


“There may be a surge of customers all de- 
manding service. No matter. You have 15 
minutes of freedom, and all her attention is 
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centered upon you—and she knows what 
you want. 


“Ham and eggs, toast with plenty of but- 
ter—and coffee. 


“Your order is the first to be brought in. 


“There is nothing patronizing about this 
woman. 


“If your right hand is manacled to an offi- 
cer, or to another prison-bound man, you 





find your silver—your cup of coffee—has 
been deftly placed at your left hand. 


“The boat docks—you are through eating. 


“You want to say something to her—but 
you don’t—for she is busy clearing tables. 

“Not too busy, however, to look your way, 
smile, and say ‘Good Luck’. Ferry God- 
mother is a very Great Lady. 


“Five minutes later you are in prison.” 





POWERS OF APPOINTMENT IN TESTAMENTARY TRUSTS— 
Continued from page 689 





extent that such power is not so exercised 
by my said wife my said son may then, 
at any time or from time to time after the 
death of my said wife, exercise such power 
to appoint only to or for the benefit of 
the descendants of my said son any or all 
of the principal then in the hands of the 
trustee. 


Any appointment hereunder by deed shall 
become operative only upon delivery of 
the deed to the trustee but (unless therein 
otherwise provided) shall, to the extent 
not already fully executed, be subject to 
amendment or revocation by subsequent 
deed of the one making such appointment 
delivered by her or by him during her or 
his lifetime to the trustee. Each deed shall 
be acknowledged like a conveyance of 
realty entitled to record in the state in 
which the deed is signed. 


If the power of appointment hereby 
granted is for any reason not validly exer- 
cised by my said wife and my said son, in 
whole or in part, then upon the death of 
the survivor of my said wife and my said 
son, such portion or all of the principal of 
the trust or such interests or estates there- 
in which shall not have been validly ap- 
pointed by her or by him shall be 
transferred, conveyed and paid over to the 
descendants of my said son then living, 
per stirpes. 


(3) The trustee of this trust may defer 
the distribution of any share of principal 
which vests in or is payable to a minor 
until the minor becomes of age, but in the 
discretion of the trustee may apply to 
the use of such beneficiary so much of the 
principal and income of any such share 
as the trustee may deem advisable. The 
trustee may make payment of any income 
or principal applicable to the use of a 
minor by paying such income or principal 
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to the parent, guardian or other person 
having the care and control of such minor 
(without obligation to see to the proper 
application thereof by the person receiving 
it) or by expending it in such other manner 
as the trustee in his absolute discretion 
believes will benefit such minor; and the 
trustee may also pay to the minor directly 
such sums as he may approve as an allow- 
ance. The trustee may accumulate for the 
minor’s benefit any income he deems un- 
necessary Otherwise to apply to his or her 
use and may reinvest the same without 
restriction to so-called legal investments. 
The trustee of this trust may at any time 
and from time to time pay or apply to or for 
the use of my said wife, 
or my said son, , or my said 
son’s wife, or any descendant of my said 
son, so much of the principal of this trust 
as the trustee in his sole and absolute dis- 
cretion considers necessary or advisable. 


(4) I direct that all estate, transfer, in- 
heritance and like taxes, including interest 
and penalties, imposed or assessed by the 
federal or state governments or any other 
duly constituted authority upon or with 
respect to property passing under this, 
my will, and any property passing outside 
of my will, which is required to be included 
in my taxable estate, be paid out of my 
testamentary residuary estate and that no 
portion thereof shall be apportioned to 
or collected from any legatee, devisee or 
other recipient of property constituting 
part of my taxable estate. Without limit- 
ing the generality of the foregoing, it is 
my intention that the trust created for the 
benefit of my wife by Article . . . [para- 
graph (1) hereof], of this, my will, shall 
be exonerated from the payment of or 
contribution to any such tax or taxes. 


[The End] 
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Congress Wrecks Virginian Hotel.—The 
oft discussed decision of the Supreme Court 
in Virginian Hotel Corporation v. Helvering, 
43-1 ustc J 9469, 319 U. S. 523, has finally 
met with Congressional disapproval in P. L. 
539 (H. R. 3168) which amended Section 
113(b) (1) (B) of the code. 


In the Virginian Hotel Corporation case, 
the Supreme Court held that where a tax- 
payer took excessive depreciation in a net 
loss year, the amount claimed as deprecia- 
tion had to be subtracted from the basis 
of the property to be depreciated. This 
result, it was said, was demanded by the 
peculiar wording of the code. The new 
amendment provides that depreciable prop- 
erty which a taxpayer has owned at any 
time since February 28, 1913, can be ad- 
justed for depreciation to the extent that 
there is a reduction of the taxpayer’s taxes 
for any taxable year. Under this scheme, 
excessive depreciation allowances which do 
not result in a tax benefit will not reduce 
the taxpayer’s basis in the depreciable prop- 
erty. This tax benefit rule applies to depre- 
ciation for all taxable years after 1931 which 
are not barred by the statute of limitations. 
For any period before 1952, however, an 
election will have to be made under regu- 
lations which will be issued by the Treasury 
Department. 


The Senate Finance Committee estimated 
that the new Dill will result in a loss of 
about $63 million in annual tax revenues. 
But Congress apparently did not feel this 
too great a price to pay in order to correct 
“the injustice of the Virginian Hotel deci- 
sion as fully as possible.” 


Solons Ease Own Tax Burden.—Congress 
this year gave proof to the fact that rising 
living costs and high income taxes are 
putting a “squeeze” on the person with a 
fixed income. In an amendment to the 1953 
Legislative Branch Appropriations Bill, the 
legislators gave themselves relief by ap- 
proving a $3,000 “away from home” living 
expense deduction from their gross income. 

As originally passed by the House, the 
amendment provided that a Congressman’s 
residence in the area he represented was 
his home for income tax purposes. No 
limits were placed on how much a member 
might deduct for his meals and lodging 
expenses while in the nation’s capital or 


for his traveling expenses to and from his 
home territory. 


Washington Tax Talk 


WASHINGTON TAX TALK—Continued from page 678 


By the time the appropriation bill reached 
the Senate, so much adverse publicity had 
been given to the amendment that the 
Senate Appropriations Committee placed a 
limit of $2,400 on the amount deductible. 
When the bill reached the Senate itself, 
the entire amendment was thrown out and 
in its place was inserted an amendment of 
Senator Williams which provided that politi- 
cal contributions could not, for income-tax 


purposes, be charged off and deducted as 
bad debts. 


When the conference committees of the 

two houses met to work out the differences 
to the appropriation bill, the House repre- 
sentatives allegedly refused to agree to the 
non-deductibility of political loans unless 
their amendment to provide an income tax 
deduction was included, and, after two con- 
ferences, it was finally agreed to limit the 
living expense deduction to $3,000 and to make 
it effective for only two years after 1952. 
. The amendment, of course, acts as an 
income boost for the members of Congress 
without putting them on the record as 
raising their salaries in an election year. 

The nation’s taxpayers, may, however, 
with Senator Williams (Delaware) ques- 
tion the ethics of those favoring the exemption. 

In a discussion in the Senate on July 5, 
Senator Williams said that “. . . the entire 
problem of salaries should be ap- 
proached in an affirmative manner. We 
should fix the salaries at whatever level 
we believe is proper; but above all, Mem- 
bers of Congress should always pay taxes 
just as any other American citizen.” 


The President 


Acting upon Congressional leaders’ assur- 
ances that the tax benefits enjoyed by the 
maritime industry will be considered promptly 
next year, the President has asked the 
Secretary of Commerce to make definite 
recommendations as to the amount and 
form of direct federal subsidy which would 
be required if tax benefits enjoyed by the 
maritime industry were eliminated. 


This request was part of a larger request 
to the Secretary of Commerce to make a 
study to provide “a critical re-evaluation 
of the over-all scope of existing Federal 
aid and of its relation to a sound promo- 
tional objective for this industry.” In con- 
nection with the study, it was asked that 
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full account be taken of opportunities for 
the industry to better itself and of what 
changes in federal policy would further 
such self-help. 


The request to the Secretary of Com- 
merce was made concurrently with a request 
to the Secretary of the Treasury to revise 
the treasury’s March 8, 1951 report on the 
maritime tax situation. 


The Chief Executive has requested that 
the administrative department reports be 
submitted by October 15 so that prompt 
legislative recommendations can be made. 


The tax benefits to which the President 
objects are conferred by the Merchant Marine 
Act of 1936 and its subsequent amend- 
ments. While not a taxing measure, the 
Act provides for nonrecognition of gain 
for transfers of obsolete vessels to the 
Maritime Commission, for nonrecognition 
of the gain realized from the sale of or 
indemnification for loss of certain vessels 
including certain vessels in the course of 
construction. It also permits the accumu- 
lation of the proceeds of such sales or 
indemnifications and of certain earnings in 
a construction reserve fund without liability 
under Code Section 102, relating to the 
surtax on corporations improperly accumu- 
lating surplus. 


The Secretary 


Secretary of the Treasury John W. 
Snyder recently pointed out that in the 
last six years, federal receipts have ex- 
ceeded expenditures by $3,733 million. This 
total includes the deficit of $4,017 million 
which was incurred in fiscal 1952. 


There were three years each of deficit 
and surplus. In 1947, the surplus was $754 
million; in 1948, $8,419 million; and in 1951, 
$3,510 million, for a total of $12,683 million. 
The deficit in 1949 was $1,811 million; in 
1950, $3,122 million; and in 1952, $4,017 
million, for a total of $8,950 million. 


Of the 1952 deficit, $3,833 million was 
added to the gross public debt, raising it 
to $259,105 million. This figure, however, 
is still $11 billion under the peak of $270 
billion reached on June 30, 1946. An over- 
all debt reduction was made both through 
the budget surplus and transfers of amounts 
in the cash balance at the end of the war 
which were in excess of post-war needs. 

Recent successful financing operations of 
the treasury include its “new money” offer- 
ing of 2% per cent treasury bonds, dated 
July 1, 1952, and maturing June 15, 1958. 
While the amount of this offering was 
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originally set at $3%4 billion, the issue was 
oversubscribed by more than three times, 
totalling approximately $11,695 million. An- 
other recent success was the nearly 95 per 
cent exchange of 1% per cent certificates 
of indebtedness maturing July 1, 1952, for 
a new 11-month certificate bearing the same 
rate of interest. 


The Commissioner 


Personal Holding Company Regulations 
Amended.—The personal holding company 
regulations have been amended to conform 
to changes made by P. L. 680, 81st Con- 
gress, and by the 1950 Revenue Act. The 
amendments are contained in T. D. 5921, 
approved July 21, 1952. 


The changes broaden the exemption of 
small loan companies to exempt after August 
8, 1950, a licensed personal finance company 
under state supervision, 80 per cent or more 
of whose gross income is lawful interest 
received from loans made to individuals, 


_At least 60 per cent of the gross income 


must be lawful interest, not payable in 
advance or compounded and computed only 
on unpaid balances, received from indi- 
viduals whose principal indebtedness during 
the taxable year did not exceed the limit 
prescribed for small loans by the applicable 
state law, or, if there is no such limit, $500. 
There is the further requirement that loans 
outstanding at any time during the taxable 
year to a person who is a shareholder ina 
personal finance company, by or for whom 
10 per cent or more in the value of its out- 
standing stock is owned directly or in- 
directly, shall not exceed $5,000 in principal 
amount. Lending companies, authorized to 
engage in the small loan business under one 
or more state statutes, are also excepted 
from the surtax on personal holding com- 
panies under conditions similar to those 
under which licensed personal finance com- 
panies are excepted. 


The regulations were also amended to 
exempt after August 8, 1950, a finance com- 
pany actively and regularly engaged in the 
business of purchasing or discounting ac- 
counts or notes receivable or installment 
obligations, or making loans secured there- 
by or by tangible personal property, at least 
80 per cent of whose gross income is de- 
rived from such business in accordance with 
the provisions of applicable state law of 
does not constitute personal holding in- 
come as defined in Code Section 502. Fur- 
thermore, 60 per cent of the gross income 
must be derived from one or more of the 
classes of transactions described in Code 
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Section 501(b)(8). Also, loans to a person 
who is a stockholder in such company, by 
or for whom 10 per cent or more in value 
of its outstanding stock is owned directly 
or indirectly, shall not exceed’ $5,000 in 
principal amount. 


The changes also exclude from the gross 
income of personal holding companies, cer- 
tain rents received for the use of corpo- 
ration property, by a shareholder, during 
taxable years ending after December 31, 
1945, and before January 1, 1950, if such 
rents were received for the use of the prop- 
erty by the lessee in the operation of a 
bona fide commercial, industrial or mining 
enterprise. 


Credit against the United States income 
tax may be taken for the 2 per cent Ca- 
nadian old age security tax paid by United 
States corporations. 

I. T. 4090 states: “It is held that the 2 
percent tax imposed upon corporations by 
Canada under section 10 (5) of The Old 
Age Security Act falls within the United 
States concept of an income tax and is 
allowable as a credit against United States 
income tax to the extent provided by sec- 
tion 131 of the Internal Revenue Code.” 

Section 131 of the Internal Revenue Code 
provides that a domestic corporation may 
be credited with the amount of any income 
taxes paid or accrued during the taxable 


year to any foreign country. The amount 
of credit which may be taken under the 
section “shall not exceed, . . . in the case 
of a corporation, the same proportion of 
the tax against. which such credit is taken, 
which the taxpayer’s normal-tax net income 
from sources within such country bears to 
its entire normal-tax net income for the 
same taxable year; .. .” 


Bureau’s Washington Headquarters Reor- 
ganized.—Reorganization and realignment of 
the Washington headquarters offices of the 
Bureau of Internal Revenue on a functional 
rather than a tax basis, became effective 
on August 11. Heading the list of top 
revenue Officials installed in the newly cre- 
ated offices were the three new Assistant 
Commissioners of Internal Revenue: Jus- 
tice F. Winkle (Operations), Norman A. 
Sugarman (Technical) and Edgar E. Hoppe 
(Inspection). 

At the installation ceremonies, Secretary 
of the Treasury John W. Synder discussed 
the achievements made by remolding the 
bureau and stressed the fact that the Wash- 
ington headquarters will be free of all 
tasks directly related to actual tax settle- 
ments. Washington officers will exercise 
only a minimum of supervisory functions— 
their principal function will be that of 
policy making, executive direction and 
planning. 
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City Tax Calendar... 


October 1—New York: New York City 
real estate tax first installment due. 


October 15— Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. New Mexico: Albuquerque 
occupation tax installment due. Pennsyl- 
vania: Erie employer withholding tax re- 
ports and payment due; Philadelphia 
employer withholding reports due; Scran- 


tax reports and payment due. Pennsyl- 
vania; Philadelphia income tax reports 
and payment on wages and salaries not 
withheld at source due. 


October 30—Utah: Provo merchant and 
retailer tax reports and payment due. 


October 31—California: Los Angeles 
monthly and quarterly sales and use tax 
reports and payment due; Oakland sales 
and use tax reports and payment due; 


ded to 
e com- 
in the 


ing ac- 
allment 
| there- 
at least 
is de- 
ce with 
law of 
ing in- 
2. Fur- 
income 
» of the 
n Code 


lagazine 


ton employer withholding tax reports and 
payment due; Scranton School District 
employer withholding tax reports and 
payment due. 


October 20—Lowisiana: New Orleans sales 
and use tax reports and payment due. 
New York: New York City sales and use 
tax reports and payment due. 


October 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 


Washington Tax Talk 


San Francisco sales and use tax reports 
and payment due. Kentucky: Louisville 
personal income tax withholding payment 
due. Ohio: Canton withholding reports 
and payment due; Columbus withholding 
reports due; Dayton withholding reports 
and payment, if more than $50, due; 
Toledo withholding reports and payment 
due; Youngstown withholding reports 
and payment due. Pennsylvania: Phila- 
delphia withholding reports and payment 
due. 
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State Tax Calendar 


Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 
income and property. If the states in which 
you have interests are not listed, there are 
no franchise, income or property tax reports 
or payments due therein for the month 
covered. 


ALABAMA: October 1—Property reports 
due. 


ARKANSAS: October 1—Property tax 
final installment due (last day). 


COLORADO: October 15—Corporate in- 
come tax third installment due.—Personal 
income tax third installment due. 


DELAWARE: October 30—Personal in- 


come tax third inStallment due. 


DISTRICT OF COLUMBIA: October 
15—Income (franchise) tax second install- 
ment due.—Personal income tax second 
installment due——Unincorporated business 
tax second installment due. 


IOWA: October 1—Corporate income tax 
second installment due——Personal income 
tax (calendar year) second installment 
due.—Property tax second installment 
delinquent, 


KANSAS: October 15—Corporate income 
tax second installment due. 


KENTUCKY: October 15—Personal in- 
come tax (calendar year) second install- 
ment due. 
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LOUISIANA: October 1—Franchise tax 


reports and payment due. 


MARYLAND: October 1—Property tax 
assessed by local collectors due. 


MINNESOTA: October 31—Property tax 
second semiannual installment due. 


MONTANA: October 15—Personal in- 
come tax second installment due. 


NEW HAMPSHIRE: October 15—Prop- 


erty tax from public utilities due. 


NEW MEXICO: October 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


NORTH CAROLINA: October 6—Prop- 
erty tax due. 


NORTH DAKOTA: October 15—Real 
property tax semiannual installment de- 
linquent. 


OREGON: October 15—Excise (income) 
tax third installment due—Personal in- 
come tax third installment due. October 
31—Withholding tax reports and payment 
due. 


SOUTH DAKOTA: October 31—Prop- 
erty tax second installment due (last day). 


TENNESSEE: October 6—Property tax 
due. 


WASHINGTON: October 31—Property 
tax semiannual installment due. 


WISCONSIN: October 15—Property tax 
second installment from railroad, tele- 
graph, sleeping car and express companies 
due. 


“The practicing lawyer may no longer isolate himself from the field of 


taxation 


. Similarly, the tax specialist 


. cannot isolate him- 


self from the other branches of the law. The difference between the tax 
specialist and the general practitioner is only one of emphasis and de- 
gree."’—George R. Sheriff, The American Bar Association Journal, July, 1952. 


September, 1952 @ TAX ES—The Tax Magazine 
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Federal Tax Calendar 


October 15—— 


tue date, by general extension, of returns 
for the fiscal year ended April 30, 
1952, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 
maintain offices or places of business in 
the United States, (3) domestic corpora- 
tions which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Regulations 
111, Section 29.53-3 (a).) Forms: (1) 
Form 1065; (2)-(4) 1120: (5) 
Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal years ending 
May 31, 1952, in the case of fidu- 
ciaries for estates and trusts, but not 
returns of beneficiaries or other distrib- 
utees of such estates or trusts. (Regu- 
lations 111, Section 29.53-3 (b).) 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for September. Form 957, 


Form 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 


all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps 
preceding month, 


sold) during 


October 31—— 


Returns for excise taxes due for September. 

Fors: 726, 727, 728,.728 (a), 729, 932. 
Employers’ quarterly returns and pay- 
ment (by depositary receipts or cash) 
of the following taxes for the third 
quarter of 1952: (1) employees’ tax 
withheld under Code Section 1401; (2) 
employers’ tax under Code Section 1410; 
‘and (3) income tax on wages” with- 
held under Code Section 1622. With 
respect to such taxes for September, the 
employer may either include with his 
return (Form 941) direct remittance to 
the collector or attach to such return 
a depositary receipt for the amount 
validated by a federal reserve bank. 
Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450) showing timely deposits in full 
payment of the taxes due for the entire 
second quarter, the return may be filed 
on or before November 10. ( Regulations 
116, Sections 405.601, 405.606. ) 


Change Sales and Use Taxes in Eight States 


There has been sales and use tax ac- 
tivity in eight states in 1952. 

Mississippi has redesigned its use tax 
to overcome a state supreme court decision 
under the old law that out-of-state sellers 
could not be required to act as collection 
agents. Rhode Island extended its 2 per 
cent rate until May 31, 1953, and New 
York City extended its tax until June 30, 
1955. 

Property sold to contractors for incor- 
poration into construction projects has been 
exempted from the Arizona sales tax. 
Though California itself took no action, a 


number of its cities instituted both sales 
and use taxes; San Francisco made its sales 
tax permanent. 


Georgia moved up return due dates to 
the twentieth of each month and exempted 
school lunches, religious papers and_ state 
banks. Michigan exempted materials used 
in the processing of printed sales promo- 
tional materials, newspapers and periodicals 
and purchases by radio and VTV_ broad- 
casters. Rhode Island exempted cottins and 
burial garments, and South Carolina specif- 
ically included baby chicks in its livestock 
exemption. 








Other Helpful, Informative CCH Magazines 


Labor Law Journal 


% Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
LABOR ’ Journal publishes incisive articles concerned with the 
LAW intimate and complex relationship of Law, Labor, 
JOURNAL —4) Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 

pivotal labor law problems. 


es Mee 1111 111 ee a 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 
monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


%& Month after month, this helpful magazine presents : 

timely articles on pertinent subjects of insurance law, Gronrance 
digests of recent decisions, comments on pending 

legislation, rulings of state commissioners and attor- Law 

neys general, and other features reflecting the chang- J 

ing scene of insurance law. The Journal is edited OURNAL 
exclusively for insurance law men, by insurance law 

men. Emphasis is on the insurance law fields of Life, Pere 
Health and Accident, Fire and Casualty, Automobile, 

and Negligence. Issued monthly; subscription rate— 

$10 a year, including a handsome binder for per- 

manent filing of each monthly issue for a year. Send 

for a sample copy. 
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Food Drug Cosmetic Law Journal 


% Essentially, the purpose of the Journal is to stimu- 
late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 

ret Rs Ran ot a Same and other authorities—on legal problems involved in 

a the preparation, packaging, labeling, storage, and dis- 

eee tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 
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